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Choosing a Profession—Accountancy 


By J]. Hucu Jackson 


To one of the greatest of American psychologists is attributed 
the statement that there is within every individual a responsive 
chord—an unknown power—which only some great interest or 
opportunity can awaken and call forth. Because this interest is 
never awakened or the opportunity seemingly never comes to 
some men, many go throughout life without knowing of that 
power within them. 

Thus, in each individual life there are certain lines of activity 
which interest or appeal more than other activities and tend to 
bring out the very best in that life. For some accounting offers 
the greatest appeal, and for these accounting is the most inter- 
esting and the greatest game in the world. Yet it is undoubtedly 
true that of the many who think themselves called only a few 
will be chosen, and many men and women who think themselves 
fitted to undertake the work of an accountant are entirely 
unfitted, both by training and by temperament, to do that kind 
of work. Accounting requires the ability to think straight, to 
analyze clearly difficult business situations, to express concisely 
one’s thoughts; and yet the accountant must possess a vivid 
imagination—he must be able to visualize probable conditions 
where many facts are lacking and thereby to explain such facts 
as may be found. But imagination and power of analysis 
are rarely found together—hence the scarcity of first-class 
accountants. 

That there is keen interest in accounting cannot be doubted. 
It was estimated recently by a well-known business educator that 
during the autumn of 1920 between ten and fifteen thousand 
individuals in greater Boston were studying bookkeeping and 
various grades of accounting, but all were enrolled in so-called 
“accounting” courses. Many of these students had no intention 
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of qualifying for professional accountancy, but merely desired a 
knowledge of bookkeeping to aid them in their daily problems in 
business. But, all told, only about two hundred individuals could 
qualify for the November, 1920, Massachusetts C. P. A. exami- 
nations, and perhaps less than a score were successful in the 
examinations. Accounting is not the mediocre profession that 
many would believe it to be, and it has no place for those who 
advertise themselves as “accountants” to do simple bookkeeping 
or clerical work at perhaps twenty dollars a week. Accounting 
is a science of business and calls for a high degree of technical 
knowledge and academic training, as well as of professional 
experience. 

The question naturally arises, then, what is an accountant? 
An accountant has been defined as “one skilled in business and 
finance,” and if the accountant is to make the most of his pro- 
fession he must be well trained in business organization, in 
industrial finance, in marketing and labor problems, and in all 
the essential phases of business, as well as being skilled in 
determining unit costs, financial profit and loss for the period 
under consideration and the net worth of a business as revealed 
by its balance-sheet. In Reynolds and Thornton’s Duties of the 
Junior Accountant it is stated that the accountant should appear 
“an intelligent, educated, trained man, utterly dispassionate and 
disinterested, conservative, able to express clearly his opinions, 
unshakable in his intention to speak the truth as he sees it, and 
not particularly anxious-to please anyone at the expense of giving 
prominence to selected facts.” 

This brings us to the general consideration of what should 
be the training of the man entering accounting. The accountant 
is not, as is sometimes supposed, a figuring or calculating 
machine, and unless the prospective accountant understands more 
than the mechanical rules of debit and credit, of journal entries 
and of trial-balances, it were better for him and for the pro- 
fession he proposes to enter that he remain out of it. The 
accountant needs a knowledge of all phases of business, for there 
is no individual within a business organization who has so great 
an opportunity as the accountant to see and to understand all the 
operations within a business. A prominent New York attorney, 
in lecturing recently before the Harvard graduate school of 
business administration, stated that in his opinion accounting 
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was the finest possible avenue by which a young man may suc- 
cessfully enter an executive position in business. But that is 
true only if that young man has, in addition to his technical 
accounting knowledge, a knowledge of such fundamental subjects 
as business organization, industrial finance, marketing and all 
the basic subjects offered in such a school. 

From the technical standpoint, the training of a man entering 
accounting should include, in addition to his training in account- 
ing, a thorough training in business law, in business and scientific 
management, and in the workings of the income tax. In a broad 
way at least, all accounting may be divided into two groups: 
first, what we shall term investigational accounting and including - 
auditing, investigations relative to financing or reorganizations, 
income-tax accounting, estate and bankruptcy accounting and 
similar fields, and secondly, cost and industrial accounting. In 
the former group the accountant needs, in addition to his highly 
specialized training in accounting, a thorough knowledge of the 
law, of business organization and finance and of the income tax. 
In cost and industrial accounting he needs to combine with his 
technical knowledge a thorough understanding of management 
and of all kindred subjects. In very few cases will a knowledge 
of accounting alone suffice, and the greatest success in the pro- 
fession can come only from a_ well-rounded training and 
experience. 


In addition, the accountant must have a thorough training in 
English for it is the almost universal opinion of men at the top 
of the accounting profession that a young man entering account- 
ing can rise just as high as he has the ability to express himself 
in his reports to his firm or to his clients. Some accountants may 
feel that English is non-essential, but these usually are the men 
wo never have been and perhaps never will be known as leaders 
in their profession or as men who are able to impart most 
satisfactorily to their clients information concerning the business 
of clients. Only recently a well-known Boston business man 
made the statement that it was a pleasure to have a certain 
accountant do his work, because that accountant was able to talk 
to him about his business in terms other than figures alone. 

Having completed his training, the man taking up accounting 
must choose the field of accounting he will enter. The fields 
open are, for the most part (a) public aceounting, (b) private 
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employment with a corporation or other type of business organi- 
zation, and (c) university teaching. One of the greatest diffi- 
culties that seems to confront the young man desiring to enter 
public accounting is that of obtaining employment. Yet it is the 
experience of most large university schools of business, I believe, 
that their graduates not only are placed, but oftentimes the demand 
exceeds the supply. Experience is not only valuable but abso- 
lutely essential to successful work in public accounting, and every 
young accountant should strive to obtain that experience as 
rapidly as possible. The young accountant should also seek that 
recognition which comes from receiving the certificate of a 
certified public account from such leading states as New York, 
Massachusetts, or many of the other states of the country, or 
from being granted a certificate by the American Institute of 
Accountants. This latter certificate will probably in the future 
mean even more to the man entering public accounting than the 
C. P. A. certificate from the best of the states. 

The opportunities for service in public accounting are 
manifold, and during the recent war valuable services were 
rendered by many leading public accountants who filled important 
positions in the internal revenue and treasury, war and navy 
departments and in other capacities. In Great Britain so valuable 
were the services rendered by public accountants during the war 
that in a single firm five of the eight London partners were 
knighted. Furthermore, someone has recently computed that of 
the published corporation reports in leading financial manuals 
only about six per cent. were certified by public accountants, so 
the development in this field may be said to be almost unlimited. 
Any man, therefore, who enters the profession of public 
accounting with a desire to be of service either to his clients or 
to the public will find unbounded opportunities. 

The financial rewards are largely what the man has the ability 
and inclination to make them. The beginning junior may con- 
sider himself fortunate to receive $100 to $150 a month, and the 
latter figure will mean very special training for his work. By 
the time he obtains his American Institute or C. P. A. certificate, 
he can probably count on an income of three to five thousand 
dollars, and in some cases perhaps more. The figures, then, run 
anywhere from these to the estimate recently made by THE 
JouRNAL oF ACCOUNTANCY that there were one hundred or more 
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public accountants in the United States each of whom has an 
annual income of more than one hundred thousand dollars. 
Undoubtedly some of these incomes amount to several times that 
figure. The profession is not without its financial reward, though 
its greatest reward is the satisfaction which comes from doing 
well one’s chosen work and in serving the community about one. 

In private employment as a corporation accountant there is a 
wonderful opportunity, as stated previously, for anyone who 
knows more than figures. For the man who can rise to a con- 
trollership or to a treasurership, who has the ability and the 
fundamental knowledge of business conditions to swing the job, 
the opportunities are unlimited. Many present corporation con- 
trollers and treasurers were trained as public accounting men, 
but whether the training is received within or without the cor- 
poration is largely immaterial—the essential thing is that the 
knowledge of accounting be combined with a working knowledge 
of all the fundamental phases of business, its organization and 
its management. 

The appeal to the accounting man in university teaching arises, 
for the most part, through the associations resulting from 
academic affiliation and in the opportunity for service. Ordinarily, 
also, the university teacher of accounting has a very considerable 
opportunity for outside professional work of the choicest kind. 
Thus, several accounting graduates who have gone into university 
teaching have been very successful in the work they have done 
in a professional way, and they have had a type of professional 
work come to them quite quickly which otherwise they might not 
have had for a number of years. Probably the teacher will never 
make the money that either the public accountant or the account- 
ant in private employment will make, but his total remuneration 
will consist, ordinarily, not only of his university salary, but also 
of royalties which he will receive from books or courses he may 
write for publication and of income from outside practice. 

It is quite immaterial, therefore, through which channel the 
man who desires to take up accounting as a life work shall enter 
the profession. The essential thing is that he realize that his 
technical training in accounting is only one of the things necessary 
for his greatest success, either professionally or financially. He 
must have, of course, his technical training in accounting—that 
is taken for granted. But he must also be trained in business law, 
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in factory organization and scientific management, in the income 
tax and in all those subjects which relate directly to and are 
constantly used in the practice of his profession. But beyond 
these he must have, if he is to be most successful as the 
accountant of the future, a knowledge of all the fundamental 
problems of business. He must understand the employment and 
labor problem, he must be so familiar witlg industrial finance that 
he can assist intelligently in the reorganization of great corpora- 
tions, and his greatest success demands, perchance, that he be 
able also to lay out constructively the marketing and selling 
programme for the client whom he is serving. He must be able 
to codrdinate the functions of production, of financing and of 
selling and to provide for the busy executive the means of con- 
trolling successfully these functions. 

If the man entering accounting is trained to do these things, 
his success, both professionally and financially, is adequately 
assured. We may even say to him, in the words of Kipling’s /f, 


“The world is yours, and everything that’s in it, 
And what is more, you'll be a man, my son.” 
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Accounting for Electric-light and Power 
Industries* 


By Frep L. WILKINSON 


In presenting this thesis upon the subject of accounting for 
electric-light and power industries, it is proposed to use the 
generally accepted methods of accounting for a simple manu- 
facturing industry as a basis, for illustration and comparison. 
Proceeding from this, as common ground, it is proposed to show 
wherein the accounts of the electric light and power industry 
follow the ordinary accounting procedure of any simple type of 
factory and wherein they differ. . 

In this manner of presentation, it will be unnecessary to 
enumerate and discuss the multiplicity of accounts, detailed in 
the various “uniform systems” prescribed by the public service 
commissions of states. The publications of these bodies show 
in great refinement of detail the analysis to which the various 
properties and operations of this industry are amenable; but in 
reviewing the general system of accounts from the standpoint 
of the very limit of analysis the basic principles and logic under- 
lying the scheme of accounts are lost to sight. In order to keep 
within the limits of the thesis, no attempt will be made to discuss 
these commission systems of accounts. We shall also eliminate 
from the discussion all consideration of the large power-trans- 
mission companies, which generate power on a large scale and 
transmit it to subsidiary, affiliated or perhaps independent 
companies for resale to the consumers of the power. 

We shall consider in logical order the various classes of 
property essential to the operation of the average electric light 
and power company, examine the function of each and determine 
what account or perhaps group of accounts will best reflect each 
item or class of property in the balance-sheet and what accounts 
will express its operation, always keeping in mind for compara- 
tive purposes the activities and accounts of a simple factory. 


THE FRANCHISE 
The sine-qua-non of an electric light and power company, 
operating as a public utility, is a franchise. This is a right granted 
by the local governing body to construct in the streets of a city, 


* A thesis presented at the November, 1921, examinations of the American Institute 
of Accountants. 
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the poles, lines, wires, conduits, cables and other equipment 
necessary to convey the electric currént from the power-house 
to the premises of the various consumers of the power. 

A concern may manufacture electricity on its own premises ; 
but all privately-owned public utilities, such as electric light and 
power, gas, water service or street railway companies must 
obtain a franchise before they can use the public thoroughfares, 
for the extension of wires and cables, or the laying of pipe, 
conduit or railway track. 

It may then be conceded that a franchise is an asset of no 
inconsiderable value, though intangible, and frequently so merged 
with other assets in the accounts that its worth, to the company, 
as determined by the directors is difficult to determine. From 
its importance and the infrequency with which the franchise has 
been properly stated in the accounts, at least up to the time when 
the public service commissions were established, it seems advisable 
to discuss the basis of valuation and the manner in which it is 
most frequently stated in the accounting records. 

The franchise is considered to be in some respects analogous 
to a patent right; or it is even considered as a mere makeshift 
for inflating the assets to permit the issue of watered stock. There 
is indeed a certain similarity to patent rights, but there is a 
permanence and stability in a franchise and also a monopolistic 
element in excess of that inherent in a patent. Electricity and 
gas are in a sense competitive commodities but have gradually 
developed separate fields of activity which it is not within the 
scope of this thesis to discuss. 

The franchise frequently, if not in the majority of cases, has 
been granted for a term of years far in excess of the seventeen- 
year life of a patent; and while the terms of the franchise may 
not grant exclusive privileges for the territory covered, it is 
obviously not in the best interests of any city to have competing 
companies stringing lines of wires, digging up the streets for 
pipe, or laying railway track on the same or adjacent streets. 
Wherever competition has been attempted, it has brought not 
only disaster to the competing companies but demoralized 
service, damaged streets and the ultimate merging of the com- 
peting companies, after either the bankruptcy of the weaker 
company or the wish to avert it has convinced the public that 
competition in the field is not practicable. 
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It is true that the franchise may expire in time, like a patent, 
but there is little doubt of its renewal to a company which has 
furnished satisfactory service. An interruption of service for 
any length of time would be disastrous to the community 
affected, and in most cases it would be difficult to find another 
concern willing to undertake or able to accomplish the entire 
replacement, at one time, of a service which has been gradually 
built up during many years of expansion. Like patents or 
goodwill the value of a franchise will increase with the extension 
of the business, and in a progressive community, increasing 
rapidly in population, expansion is rapid and assured. 

Under the provisions of accounting systems, established by 
the public service commissions of various states, it is frequently 
provided that the franchise must be valued at the amount of the 
consideration received by the municipality, with certain legal 
expenses and fees, of a reasonable amount, added. In a majority 
of cases, however, the franchise which we find valued in books 
of account was granted before the days of public service com- 
missions, and nothing was paid for it, at least to the city which 
granted it, but after many revaluations of assets, incident to sale, 
reorganization or consolidation, the franchise has become one of 
the largest assets on the balance-sheet, usually merged with other 
assets under some such title as “plant and franchise.” It fre- 
quently happens that the plant property transferred has little 
more than scrap value; that a practically new plant is constructed, 
with the value reflected in accounts designated “extensions” or 
“improvements”; and that the old property is abandoned or 
dismantled, without any adequate record. After the plant had 
been practically rebuilt or replaced, the plant and franchise 
account would remain almost intact, reflecting substantially the 
valuation of the franchise acquired. There would probably 
remain the land acquired, some portion of the old buildings, 
perhaps utilized for storage purposes, and possibly a few of the 
most modern items of plant equipment; but the tangible assets 
remaining in the account would be comparatively small. 

In many instances the directors would not care to publish a 
balance-sheet, disclosing a high valuation of a franchise for which 
nothing had been paid to the municipality when it was granted. 
It might be detrimental when petitioning the governing body for 
an extension of any kind. For this reason, public utilities will 
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avoid stating their franchise valuations separately, except when 
obliged to do so by some governmental commission or agency. 


THE Power PLant (A Factory) 


Most manufacturing industries have a power plant to furnish 
power for the operation of the factory machinery. In the present 
case, the power plant is the factory and the finished product is 
power. Most of the customers using the electric current for 
lighting purposes may consider that they purchase light, but this 
is only the utilization of the power. The meter records the 
quantity of power delivered to the customer, and where the bill 
is computed on the number of lamps burned instead of upon the 
record shown by a meter, the charges are still based on the 
amount of power required to heat the filaments within the lamps 
to the required degree of brilliance. 

The raw material, eliminating hydro-electric plants, is fuel, 
generally coal, but sometimes oil and, possibly, in a few localities, 
natural gas. 

There are three processes involved in converting the latent 
energy or power contained in the fuel into the active commercial 
power sold to the customer. The first process consists of burning 
the coal under boilers, releasing power in form of heat and 
converting the heat into the expansive power of steam. The 
second process consists of conveying the steam through pipes 
into the cylinders of engines or into steam turbines, and converting 
the expansive power of the steam into the mechanical power of 
rapidly rotating shafts. The third process is accomplished by 
mounting the rotating element of a dynamo upon these rapidly 
revolving shafts and converting the mechanical energy of the 
revolving shaft into electric power, which is the finished product. 

The steam contained in the boilers may be compared to work 
in process, but analogy between the power inherent in the revo- 
lutions of a shaft and work in process may seem far fetched. 
It is possible to keep the finished product in stock by means of 
storage batteries, in the same way that gas is stored in holders; 
but it is not practicable to store electricity, except in extremely 
smaJl quantities, and the finished product is delivered to customers 
as soon as manufactured. 

It is now apparent that the power plant may be depart- 
mentalized, on this process basis, and that capital accounts, 
operating accounts and statistical records of cost of production 
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may be constructed. While many systems analyze the equipment 
and activities of each department in great detail, the depart- 
mentalization outlined above forms the basis for all well-designed 
systems of accounts for this industry. 

It is also necessary to provide buildings to house the plant, 
and land for a building site. The accounts required to record the 
property values of the power plant will then consist of the 
following : 


Land for Power Plant Site 

It is preferable to carry land for power-plant site as a separate 
item rather than to merge it with other parcels of land acquired 
for storage or other purposes, rights-of-way, etc., under a general 
caption of “real estate.” A power-plant site is generally perma- 
nent, unless badly situated. It must be close to a good water 
supply, is the center of an electric distribution system and cannot 
be removed without a great deal of expense. Parcels of land, 
used for various purposes, such as the storing of poles or bulky 
material, may be sold as the property increases in value, and a 
cheaper, a larger or a more conveniently situated plot of land may 
be secured in its place. 


Power-plant Buildings 

Reasons much the same as in the case of land values exist for 
avoiding the merging of the cost of power-plant buildings with 
the cost of store-houses and other miscellaneous buildings. 


Boiler and Boiler Accessory Equipment 

In all except very small plants, it is desirable to keep sub- 
accounts, or at least analytical accounts, with the different classes 
of equipment, as boilers, piping systems, coal and ash-handling 
machinery, feed-water systems, etc. The amount of analysis 
depends upon the size of the plant, the demands of the manage- 
ment for detailed information, and in many states upon the 
requirements of a public service commission or similar board 
having power to prescribe the accounts which shall be carried. 


Engine and Engine-accessory Equipment 

Engine equipment, like the previous group, may be sub- 
divided into various classes of apparatus, as engines or turbines, 
vacuum pumps, oiling system, piping system, etc. 

It may be mentioned that in the small number of plants where 
the gas engine is used, the boiler room is of course eliminated. 
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Power-plant Electrical Equipment 


There is a functional division only between power-plant 
electrical equipment and the previous department. Physically the 
two departments are merged. The engine and dynamos are 
mounted on the same shaft in close proximity, and the turbo- 
generator is really a unit. 

The electrical equipment of the modern plant consists of a 
considerable variety of apparatus and devices. Besides the 
dynamos, which generate the electricity, there are numerous 
devices for regulating, controlling and measuring the current. 
There are switchboards equipped with controlling devices and 
meters ; transformers for changing the voltage; rotary converters, 
for changing alternating current to direct current; lighting 
arresters, etc. This classification may be subdivided to suit the 
requirements of each property. 


Miscellaneous Power-plant Accounts 

In addition to the accounts mentioned, provision must be made 
for assets that do not fall within any of the above departments. 
These will vary with the size of the plant and with the different 
conditions prevailing. The more common items are repair shops, 
supply warehouses, coal storage and coal-handling facilities, 
railroad sidings and cranes. None of these is peculiar to this 
industry nor warrants further discussion. 


Tue Evectric DistrisuTiIon SysTEM 


Up to this point the electric power plant has been discussed 
as a manufacturing industry, and the product has been traced 
from the raw material, in the form of fuel, to the finished 
product, in the form of electric power, delivered at the switch- 
board, the point at which the current is sent out over the lines— 
in effect, the shipping room. At this point the analogy to a manu- 
facturing concern ceases and the company undertakes the delivery 
of its product to the premises of the consumer. It accomplishes 
this by means of copper wires or cables either extended above 
the streets on lines of poles or by cables placed in conduit 
systems beneath the pavements. The difference in cost of the 
two methods of distribution is so great that they are considered 
as entirely different systems in the accounts. The distribution 
system is then classified as underground and overhead. The 
underground system is divisible into two parts, the conduit 
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system and the underground system of electrical conductors. A 
separate classification is provided for each division. In like 
manner the overhead distribution system is classified as overhead 
electrical conductors and pole lines. 


Underground Conduits 

Underground conduits account will reflect the cost of digging 
trenches and laying therein the ducts which will contain the 
cables. Manholes at intervals must give access to the ducts and 
contain transformers, which will be discussed later. The system 
must be provided with sewer connections to drain off surface 
water which will seep into the system, and the pavement above 
must be replaced. When the conduit system is constructed, ample 
provision is generally made for future requirements by laying a 
considerable number of ducts. Few changes are subsequently 
needed and this asset has a considerable degree of permanence. 
Sub-accounts may be used to show the cost of excavation, cost 
of duct and cost of manholes separately; or the conduit system 
may be divided by districts. 


Underground Electrical Conductors 


Underground electrical conductors consist of copper cables 
insulated with rubber and cased in lead to protect them from 
moisture. These are subject to frequent change on account of 
damage, to secure increased carrying capacity, or because of 
alteration in the system of distribution. This will be a very active 
account, and the close codperation of the engineering department 
will be required, if the account is to reflect actual costs. 


Pole Lines 

The underground system of distribution is so expensive both 
in initial cost and maintenance that it can be used only in business 
or other districts where the revenue is considerable. In suburban 
districts, where the customers are scattered and the revenue small, 
pole lines are constructed. These are fairly permanent in 
character. ‘They consist of the poles, cross arms, guy wires, 
glass insulatcrs and the complete equipment necessary for sup- 
porting the wires. It is seldom feasible to make any analysis of 
this general account, except by geographical subdivision. 


Overhead Electrical Conductors 
Overhead electrical conductors consist of insulated copper 
wires and are fairly permanent in character. Greater carrying 
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capacity is usually obtained by stringing additional wires rather 
than by the substitution of wires of greater capacity. In a well 
designed system, replacements should not be frequent, but 
additions to the system will be practically continuous. In many 
systems, where there was not sufficient vision in planning for 
future growth or the original construction was cramped by 
insufficient capital, the changing and reconstruction of lines will 
be frequent. 


Transformers 

In order to reduce the size of the wires or cables necessary 
for the distribution of the power to customers, the current is sent 
out from the power plant at a high voltage, which may be roughly 
compared to the rate of flow of water—that is, as an increase in 
pressure will increase the volume of water conveyed, without 
enlarging the size of the pipe, so an increase in voltage will 
increase the amount of electric power transmitted without 
increasing the size of the wire. The transformer is a device for 
reducing the voltage from the high-power distributing lines to 
the low voltage required for operating motors and lamps. The 
transformer is placed upon a pole or in a manhole of the conduit 
system. It is frequently changed to meet fluctuating demands 
and can be subjected to only a general classification, embracing 
all transformers in service or, at most, separate pole type and 
manhole type. 


Meters 
Meters as devices for recording the quantity of electric power 
delivered are so well known that any discussion is unnecessary. 
Having now considered, in logical order, each item of property 
essential to this industry, its respective function and the accounts 
necessary to express these functions, it will be a simple matter 
to account for the operation of each. 


OPERATING ACCOUNTS 

The first item is the raw material—fuel at cost of delivery in 
the bunkers. In the first process must be considered the labor 
of firemen and other attendants, water purchased, supplies, 
maintenance charges, repairs and various services appertaining 
to this department, such as fuel tests. 

The second and third processes cannot be separated in the 
operating accounts except upon a somewhat arbitrary basis. The 
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labor of engineers and their assistants, supplies, etc., must 
generally be considered as applying to both processes combined, 
or allocation can be made by estimates only. The maintenance 
and repair of the two classes of equipment, however, will be 
designated as applying to the respective classes. 

The distribution system requires accounts which will reflect 
the cost of maintaining the distribution system in efficient 
operation, repairing damage from storm and accident, etc. Labor 
of linemen, cablemen and other electricians will be the largest 
item, with materials necessary for making such repairs consti- 
tuting the greater portion of the balance. Accounts must be 
provided to classify these expenses among the various assets 
affected. 

This very general outline will suffice to show upon what basis 
the system of operating accounts is devised. 


Depreciation, Obsolescence and Inadequacy 

The life of the power-plant equipment of electrical utilities 
will be shorter than the life of similar equipment in other 
industries. This is due to more continuous service. In the 
majority of properties of this character, obsolescence and 
inadequacy, rather than the physical deterioration of the equip- 
ment, govern the duration of serviceable life of the property. 

The improvement of electrical machinery and equipment has 
proceeded with marvelous rapidity and has frequently necessi- 
tated sweeping changes in equipment. The rapidly increasing 
requirements of a growing city must be met; the demand for 
improved service made possible by a new invention cannot long 
be denied to the public. 

This subject is too involved to be discussed in this brief thesis. 
The rather common method that utilities have employed to dispose 
of this question has been to capitalize the new property under the 
guise of extensions to plant. When many years have elapsed 
since the last sale or reorganization, in which all fixed assets were 
taken over in an account called “plant and franchise” or similar 
title, an essentially new power plant will be found, recorded at 
practically its entire cost under various accounts designated as 
extensions to plant. The huge account “plant and franchise” will 
reflect no physical asset other than an abandoned and partly 
dismantled power-plant or perhaps an old building or two used 
for the storage of material, with some obsolete equipment, stored 
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in various places. In this way the major cost of obsolete and 
inadequate plants has been absorbed, so far as the accounts are 
concerned ; and there is considerable justice in the contention that 
at least a portion of this “cost of progress” is a legitimate item 
for capitalization as a franchise cost. 
INcOME ACCOUNTS 

Electric service companies have one grade of product for 
sale, but there is a great variation in the price charged. As a 
result of the impracticability of storing electric power, sufficient 
machinery must be installed to meet the greatest demand for 
power that may be made at any one time, even though this demand 
may continue for only a brief period each day and possibly for 
only a portion of the year. This necessitates a heavy investment 
in equipment, a portion of which must remain idle during the 
greater portion of the time. In consequence, a high rate is 
charged to short-time consumers, and a low rate will be given to 
a large consumer of power who is willing to use it during a time 
each day when the demand is slight. For this reason there is a 
considerable gradation of rates, and grouping is made approxi- 
mately as follows: 
Commercial Lighting 

The great majority of consumers of current for lighting 
purposes use the current for only a very short period each day 
and all at approximately the same time, the dark hours of the 
evening. These consumers, as a class, are charged the highest 
rates, though subject to certain gradations, because some 
customers use the current for longer periods each day than others. 
Municipal Lighting 

Street lighting paid for by the city is continuous throughout 
the night and is consequently entitled to a lower rate than com- 
mercial lighting. 
Power Service 

It is frequently provided that the demand for current for 
power shall cease before the heavy demands for current for 
lighting commence. In this case an especially low rate is granted, 
in order to sell power during a portion of the day when there is 
practically no demand whatever for electricity for lighting. This 
service has many gradations, depending on the quantity of power 
consumed, the hours at which demanded and the uniformity in 
demand. 
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Street Railway Service 

Current for street railway service is also furnished at a low 
rate on account of the long period of demand each day. 

Sales of merchandise constitute an outside enterprise, and 
only the net income therefrom should appear in the income state- 
ment of the utility. 

Other accounts reflecting the assets, liabilities or expenses of 
this industry do not differ materially from those of other 
industries and need not be discussed. 
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Cocoanut Oil Manufacturing* 
By W. W. LarkINn 


Manufacturing on an extensive scale is of recent origin in 
the Philippine Islands. Prior to the world war most of the 
islands’ products were-exported in their raw state, with the 
exception of cigars and hand embroidery. The principal 
exports have always consisted of hemp, sugar, copra and 
tobacco. While there are a few rope and twine factories in 
the islands the greater portion of the hemp is still exported 
in its raw state. The sugar crop is now being handled by a 
number of large centrals of recent erection and the cigar and 
cigarette factories employ thousands of laborers. 

The cocoanut oil industry might be considered a “war 
baby,” although a few factories were in operation prior to 
the outbreak of the war. The world’s demand for edible oils 
and fats was such that prices soared to such a height that 
men lost their heads overnight and a wild speculation began, 
which, with probably the exception of the rubber speculation 
in the Straits Settlements, has not been equaled in the Orient. 
Factories sprang up like mushrooms, notwithstanding the high 
cost of building materials and fabulous prices of machinery. 
In some cases oil stocks were sold at four hundred per cent. 
premium before the mill was even erected. Some mills which 
paid dividends of seven hundred per cent. are now hopelessly 
insolvent. Very few mills are now operating at a profit and 
the great majority are closed down. Many of them will not 
resume operations for the simple reason, if for no other, that 
the copra supply is not sufficient to keep all the mills in 
operation. Only the efficient ones will be able to continue in 
business and they will have to be content with a manufac- 
turer’s profit, for war-time prices are now a matter of history 
in so far as cocoanut oil is concerned. 

There are no unusual features in the manufacture of 
cocoanut oil which may not be met in many other manufac- 
turing industries. The principal element of cost is in the 
raw material, or copra, which is the meat of the cocoanut; 
hence the efficient and successful factory will first look for 


* A thesis presented at the November, 1921, examinations of the American Institute 
of Accountants. 
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a cheap supply of copra and since there are so many grades 
and classes of copra only experienced copra men should be 
employed in the purchasing department. 

Chinese speculators practically control the local copra 
market. Their control, however, is being seriously threatened 
by the establishment of buying agencies in all the copra 
districts by the larger factories. English and French mills 
are also quite a factor in the copra market, especially in the 
high-grade sun-dried copra. There is a question as to whether 
the local mills can compete with the European mills even 
with a freight handicap, owing to the more efficient European 
labor and better market for the by-products. The copra meal 
or copra cake which is the residue after the oil has been 
extracted is a very good fattening food for cattle and hogs 
and there is a ready demand for it in Europe. In fact the 
European mills utilize all the by-products, while for the local 
mills the disposition of the by-products is at times a serious 
matter. 

The high dollar exchange rate has greatly favored the 
Philippine oil exporter and frequently represents his entire 
profit, but now that the dollar is only at a four per cent. 
premium, he must look elsewhere for dividends. The industry 
has now reached the stage of the survival of the fittest and 
it remains to be seen whether or not the local manufacturer 
can hold his own. 

When large profits were being made the manufacturers 
paid very little attention to efficiency, but now that they are 
threatened with disaster they are giving more and more 
attention to efficiency in all departments. They have learned 
to their sorrow that they did not heed the advice of the 
accountant. The same mistakes are not likely to be repeated. 
Experience has taught them a bitter lesson. 

There is a certain ratio between the price of oil and the 
cost of copra which the manufacturer will do well to heed. 
The chemist and the accountant are the drive wheels in the 
factory, the rest is more or less automatic. 

Copra varies from 1 per cent. to 20 per cent. in shrinkage 
and from 50 per cent. to 70 per cent. in oil extraction, with 
a cake residue of about 33 per cent. as a general average. 
With proper chemical treatment and analysis on the part of 
the chemist and with cost charts from the accounting depart- 
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ment, together with close attention to market quotations, or 
supply and demand, the manufacturer should be able to keep 
off the rocks of failure on which so many have been wrecked. 

The ideal location for an oil mill is such that it can be 
reached by both water and rail in order to avoid handling 
charges on inward copra and outward oil and other finished 
products. Portable conveyors can be obtained which will 
take the sacks of copra from ship, lighter or car, convey them 
to the warehouse and stack them and also convey the sacks 
to the grinder, empty them and by means of magnets throw 
out all metal which the dealers are prone to put in the sacks 
so as to increase their weight and thereby increase their 
profits. Pipes carry the oil through the process of manufac- 
ture to the settling tanks, thence to the storage tanks and 
if the latter are properly located the oil is carried by gravity 
through pipes to the steamers’ tanks. The copra meal is like- 
wise carried by means of conveyors from expellers to presses 
and containers or furnace as desired. The entire process of 
manufacture is mechanical and the labor element need not 
play a large part if the plant is properly designed and equipped. 

The sacks from which the copra is emptied are inspected 
and repaired by a force of women and are then stored, sold 
or returned to copra buying agencies to be again filled with 
copra. When copra is purchased the sacks are included in the 
weight and paid for at the prevailing copra price. In arriving 
at the cost of copra milled the cost of sacks should be deducted 
and since the market price of empty sacks is approximately 
the same if sold by weight as the average price of copra, fair 
results may be obtained by deducting the weight of the sacks 
emptied. 

If the copra has been in storage for any length of time 
shrinkage in weight due to evaporation of moisture is an 
important element and must be taken into consideration in 
calculating the cost of copra milled. I know of one mill which 
carried large stocks of copra and met failure through over- 
looking the important item of shrinkage. 

The principal by-product in the manufacture of cocoanut 
oil is the copra meal which should be deducted from the 
total manufacturing cost. The majority of the mills use an 
arbitrary figure and vary it in accordance with the market 
value of copra meal. 
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The price at which the copra cake or meal is taken up 
and deducted from the manufacturing cost is at a figure 
which when cost of handling and selling expenses are added 
will leave a small margin of profit on final sale. If the copra 
meal could be disposed of at once, the net proceeds might 
properly be deducted from the manufacturing oil cost. The 
true cost of the copra meal would be the proportional cost of 
manufacturing based on net weight of finished products but 
since the cake or meal weight is about one-third of the total, 
a cost price based on weight would be considerably above the 
market price and a loss would result in the disposition of 
the copra meal. 

The prime object of the mill is the extraction of oil and, 
therefore, the oil should carry all cost less that which might 
be covered by disposition of by-products, such as copra meal, 
foots, etc. 

I shall not go into detail relative to other by-products 
which may be manufactured, such as soap, butter, lard, etc. 
Suffice it to say that separate stock, manufacturing and trading 
accounts should be kept with each product, so that the profit- 
and-loss account may accurately reflect the various operations. 
Inter-departmental charges or transfers should be put through 
the books on the basis of cost. 

In the selling end of the cocoanut oil industry the general 
rules govern as with most other commodities. An important 
feature, however, is the quality of the oil. It is usually 
sold not to exceed a certain percentage of free fatty acids, 
and if the margin of profit is small and the quality of the oil 
does not conform to the specifications, the sale may result in 
a loss, even though a profit had been expected. In exporting 
oil on a c. i. f. basis subject to analysis and weights at buyer’s 
tanks, a reserve should be set up to cover quality guarantee 
as well as loss through shrinkage or leakage. If shipments 
are made in barrels on sailing vessels the loss through leakage 
is apt to be a considerable item. I have known it to be as 
high as $80,000 on one shipment, though 5 per cent. will 
usually be sufficient to cover. Insurance policies usually do 
not cover the first 3 per cent. of leakage. 

Copra meal does not keep in good condition much longer 
than six months and unless disposed of within that time a 
serious loss may result. Copra likewise deteriorates after six 
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months in storage and care should be exercised not to become 
overstocked. The same applies to soap and other by-products 
if stored in the tropics. Proper storage facilities, however, 
may minimize losses when it becomes necessary to carry 
stocks for a considerable time. 

One unusual financial feature of the cocoanut oil industry 
is that it is necessary to advance large sums of money to 
cocoanut growers and dealers in order to be sure of a constant 
supply of nuts or copra. These advances for a mill of say 
36 expellers sometimes run as high as $500,000. The losses 
on such advances are usually small though the money may 
be tied up for several months. 

Very few mills own cocoanut groves or manufacture the 
copra from nuts. A new industry could be created by con- 
verting the husks and shells into various finished products, 
but so far capital has been timid and the potential value of 
the cocoanut has not been realized to its full extent. 

As competition becomes greater in the oil markets, more 
attention will be paid to the utilization of all by-products, 
which will result in the lowering of oil manufacturing costs 
and place the cocoanut oil industry in a position where it 
can more easily compete with cotton-seed oil, which now 
governs the market. 

The following classified exhibits show the more essential 
operations of a cocoanut oil factory: 

Copra MANUFACTURING ACCOUNT: 
Cost of cocoanuts No. $ 
Operation of drier plant 


Fuel— 
Husks and shells $ 
Wood 


Labor -a 
Supplies 

Maintenance 

Supervision 

Miscellaneous expenses 

Depreciation of drier plant 


Total cost of copra produced, kilos g $ 
Less—Husks and shells produced, kilos $ 


ao 


Net cost of copra produced, kilos @ $ 








The copra manufacturing account is closed monthly to the 
copra stock account. The unit cost should be compared with 
that of like grade purchased during the month for purpose 
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of determining whether or not it is more economical to buy 
copra or to buy the nuts and manufacture the copra. The loss 
through evaporation is always greater in the copra which is 
purchased than it is in that which has been manufactured, 
and it is an important element to be considered. 


Or MANUFACTURING ACCOUNT: Cost per 
kilo of oil 
produced 

Cost of copra issued to mill, kilos 
Power: 
Power purchased s 
Fuel: 
Copra cake 
Husks and shells 
Other fuel ae 
Labor 
Supplies 
Maintenance—power plant 
Supervision 
Miscellaneous expenses 
Depreciation of power plant 
Insurance of power plant — 
Total cost of power $ 
Labor: 
Conveyors $ 
Cookers 
Expellers 
Hydraulic presses 
Filter presses 


Total labor $ 


Supplies : 
Eaves $ 
Cookers 
Expellers 
Hydraulic presses 
Filter presses 
Fuller’s earth 


Total supplies $ 


Repairs: 
Conveyors x 
kers 
Expellers 
Hydraulic presses 
Filter presses 





fF 


i 


" 


Total repairs $ 


Depreciation : 
Conveyors 3 
Cookers 
Expellers 
Hydraulic presses 
Filter presses 


i 


Total direct depreciation _ $ 
Miscellaneous direct manufacturing expense $ 


Total direct manufacturing costs s 
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Cost per 
kilo of oil 
produced 
Factory overhead expense: 
Salaries: 

Factory—manager $ 

Superintendents 

Engineers 

Chemists 

Storekeepers 

Timekeepers 

Foremen 

Watchmen - 


Total salaries $ 
Laboratory expenses 
Machine-shop operation 
Ice-plant operation 
Transportation 
Welfare and recreation 
Medical attendance 
Injuries and damages 
Miscellaneous factory overhead expenses 
Depreciation of factory building 
Insurance of factory buildings and equipment 
Real-estate tax on factory site and improvements 


Total factory overhead expenses $ $ 


GENERAL OVERHEAD EXPENSES: 


Salaries of executives $ 

Salaries—general office 

Printing and stationery 

Office supplies 

Postage 

Cables and telegrams 

Light and telephone 

Legal expenses 

Audit fees 

Office rent 

Fidelity insurance 

Traveling expenses 

Gratuities and donations 

Experimental expenses 

Miscellaneous general expenses 

Real-estate taxes 

Repairs and maintenance: 
Office buildings and equipment $ 
Residences and equipment 
Miscellaneous buildings and equipment 





Total general repairs and maintenance $ 
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Cost per 
kilo of oil 
produced 
Depreciation : . 
Office buildings and equipment $ 


Residences and equipment 
Miscellaneous buildings and equipment 





Total general depreciation $ 
Insurance: 
Office buildings and equipment $ 
Residences and equipment 
Miscellaneous buildings and equipment 








Total general insurance $ 
Total general overhead expenses $ 
Total cost of manufacturing—kilos of oil @ $ 








After deducting the by-products from the total manufacturing 
cost the net cost of oil is closed to the oil stock account. 


TRADING ACCOUNT: 


Net profit on trading to profit and loss 








Sales Kilos@ $ . 
Less—cost of oil sold 
Gross trading profit $ 
Deduct—selling expenses : 

Salaries of salesmen $ 

Commissions 

Brokerage 

Labor 

Supplies 

Containers 

Storage 

Lightering 

Piping to tankers 

Trucking 

Customs charges 

Wharfage 

Freight 

Insurance 

Cables and telegrams 

Printing and stationery 

Postage 

Advertising 

Export duty 

Sales taxes 

Collection expenses 

Interest and exchange 

Foreign handling charges 

Bonuses to ships’ officers 

Proportion of general overhead expenses 


Total sales expenses 
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I shall not go into detail as to the general books or 
accounts carried therein, but shall only mention that by 
properly ruled purchase and sales books it is a very simple 
matter to keep control accounts in the general ledger as to 
quantities and values of finished products as well as copra 
and other raw material. 

Great care should be taken in measuring the oil produced. 
The automatic measuring apparatus does not always give 
correct results and has been the cause of considerable losses. 
The oil is usually stored in large stecl tanks of from 500 tons 
to 12,000 tons capacity and unless the temperature and cushion 
are taken into consideration at time of measuring the contents 
of the tanks serious errors are likely to occur, especially in 
the large tanks. 

I know of one company which had a 500-ton tank con- 
structed by a certain construction company, filled the tank 
with oil and then sold the oil as 500 tons and some time later 
received an additional check of over $10,000 to cover the oil 
which had been delivered in excess of 500 tons. The tank 
had been constructed to hold 500 tons of water, which is 
quite different from 500 tons of oil. Specific gravity had not 
been considered, neither had the tank been measured for 
purpose of verifying its capacity. 
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Accounting for Depletion of Minerals* 
By Mier BaILey 


This outline of the treatment in accounts of depletion of 
mineral deposits emphasizes unusual phases of the subject. Par- 
ticular reference is made to the commonly accepted view that 
mineral deposits are fixed assets not subject to revaluation and 
that depletion sustained should be credited to a reserve account. 
Any intelligent outline of the subject requires a review of the 
consideration accorded it in the past, and its purposes, definition 
and computation. 

Professor Saliers, in the preface, dated May 1, 1915, to his 
book, Principles of Depreciation, states “. . . the recently 
enacted income-tax law makes it quite necessary for business 
men to study the depreciation question carefully.” One is con- 
strained to think that any business man so constituted as to become 
perturbed over depreciation under the 1913 income-tax law must 
have reached a state bordering on appoplexy when he contem- 
plated the depletion provisions of the revenue act of 1918. 

Prior to the passage of the revenue act of 1917, no phase of 
accounts had received less attention than depletion of mineral 
deposits, even though its importance is manifest. Perhaps this 
apathy formerly existed because depletion is rarely encountered 
in any but highly speculative industries, such as the exploitation 
of natural resources wherein the usual accounting procedure was 
to reckon profits by deducting what was “put in” from what was 
“taken out.” Even this was not always possible as that which 
was “put in” very often exceeded that which was “taken out.” 
That old method is undeniably accurate but also productive of 
rude awakenings saddening investors’ hearts and depleting their 
pocketbooks. This same method is in vogue to-day where profits 
are an unknown quantity, but where profits have been earned and 
staggering taxes are imminent, study of depletion, its purposes, 
computation and treatment in accounts has received a great 
impetus. It is lamentable that such intense interest has been 
stimulated by an artificial means rather than through recognition 
of sound accounting principles. 

The purpose of injecting the element of depletion into finan- 
cial accounts is the same as that of every other accounting 


* A thesis presented at the November, 1921, examinations of the American Institute 
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practice, namely, to distinguish capital from income and to 
accomplish that purpose before the post-mortem. It is true that 
any computation is an estimate only, because nature has hidden 
away one of the known quantities necessary to the construction 
of a formula by which the desired end is attained, that quantity 
being the ultimate recoverable unit. It is undeniable, however, 
that even a crude estimate of depletion sustained is better than 
no allowance whatever. Many other phases of accounts, even 
the all-important balance-sheet, are approximations only and no 
objection because of lack of accuracy can be sustained. 

For the purpose of stating the principles underlying its treat- 
ment, depletion (of mineral deposits) may be broadly defined as 
the exhaustion of recoverable deposits (not total deposits) 
through extraction or mining from the natural container or 
reservoir, while mineral deposits may be defined as bodies with 
approximate definite chemical composition existing within natural 
reservoirs or adhering to natural structures. Thus depletion is 
resultant from the extraction of units of a whole from its natural 
resting place. These deposits subject to depletion include oil, gas, 
metal-bearing ores, coal, salt, stone, shale and hundreds of others. 

The mineral deposit is analogous to the manufacturer’s inven- 
tory of raw material, the rawest kind of raw material, but 
nevertheless it is the prospector’s merchandise which he holds 
for sale. It must be made ready for sale, not by converting it 
into another form but by extracting or mining it from its natural 
container or reservoir and making it available for the needs of 
industry. It is not a fixed asset, for that caption itself indicates 
an immovable object not the subject of barter. Therefore, it: is 
neither current nor fixed but nevertheless tangible and as such is 
entitled to a place in the accounts. The logical place, in a formal 
statement, is probably immediately succeeding the current assets 
and preceding the fixed. 

The value at which the deposit is stated in the accounts 
presents an interesting study. Being analogous to raw material, 
depleted by extraction and sale and augmented by purchases of 
additional deposits, it is subject to inventorying. At what price? 
Cost, market, or cost or market, whichever lower, at the given 
date? The latter method, being possible and conservative, should 
be adopted. Cost will be advocated by many students because it 
is easy to ascertain. Market, if higher than cost, will be advocated 
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by the promoter, whose interest is in the sale of stock or the — 
collection of dividends. Cost or “discovery value” is advocated 
by the internal revenue bureau because the tax computation is 
based thereon. Cost or market, whichever lower, is the logical 
and practical method. Objection may be raised that market is 
ideterminate and therefore not practical. It, being governed by 
demand, is difficult of ascertainment, but it is not incapable of 
estimation, as a fairly accurate estimate may be obtained by 
deducting the probable cost of extraction from the market value, 
after extraction, of the ultimate recoverable units of deposit. 

In order to form a basis for discussion the following chart of 
accounts is submitted: 


Accounts affected by depletion 


Assets or Debits Liabilities or Credits 
Mineral deposits Operations (profit and loss) 
Developing property Reserve for decline in value 
Undeveloped property of mineral deposits 


Unearned appreciation 
Accounts not affected by depletion 


Assets or Debits Liabilities or Credits 
Other assets Liabilities 
Capital 
Surplus 


The foregoing chart is not scientifically arranged but rather 
is so constructed as to set forth the accounts affected and those 
not affected by the allowance for and treatment of depletion. 

Mineral property is subdivided into undeveloped, developing 
and producing, the first class ranking lowest in point of realiza- 
tion of profits or return of capital. Newly acquired property 
should be charged to the undeveloped account until prospecting 
begins, and then transferred to the developing account, to which 
also should be charged the cost of prospecting or developing. If 
a deposit is found, the whole cost, accumulated in the developing 
account, is transferred to the producing or mineral-deposit 
account. The effect of so classifying the mineral-property 
accounts is shown by the following definitions : 

Undeveloped property : 

Property whose mineral content is wholly or partly 
unknown, which has not been prospected in any 


manner. 
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Developing property : 

Property whose mineral content is wholly or partly 
unknown, which is in course of development, but not 
yet producing. 

Producing property or mineral deposits : 

Property which has a definitely known deposit, the extent 
of which is capable of estimation and which is yielding 
mineral. 

The undeveloped-property account represents cost of mineral 
rights, while the developing-property account has added thereto 
a part or all of the cost of prospecting. These two accounts are 
more or less intermediate steps towards production of mineral. 
The producing-property account is composed of two distinct 
elements: mineral deposits and equipment necessary to their 
extraction. The latter is subject to depreciation and is therefore 
eliminated from the accounts and omitted from the discussion. 

The mineral-deposit account is intended to record the book 
value of mineral which can be profitably extracted or mined and 
is constituted as follows: 

Charges 

Original cost of deposits—not including any value which will 
remain in the property after extraction of the mineral 
(transferred from developing-property account). 

Cost of exploration or development—not including any cost 
of extraction or mining after the deposit has been dis- 
covered or otherwise made available for recovery (trans- 
ferred from developing-property account). 

Appreciation injected into the accounts to record “discovery 
value,” “fair market value at March 1, 1913,” or for any 


other purpose. 
Credits 


Depletion sustained—this should not be represented by a 
reserve for depletion—the method often adopted. 


The original cost of a mineral-bearing property often includes 
both mineral rights and surface rights. In such cases, some 
allocation must be made for the two classes of assets, and only 
that part representing the cost of mineral deposits should be 
charged to that account. Sometimes an arbitrary allocation is 
unavoidable, and, even though only an estimate, it must be made, 
and the two distinct values recorded in the accounts on the basis 
of the known facts at the date of acquirement. This dual element 
of value in some properties has given rise to much dissatisfaction 
among taxpayers who have been required to reduce their depletion 
charges accordingly. 
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The cost of mineral rights, as previously stated, is usually 
augmented by expenditure for exploration and development, 
particularly in the case of oil, gas, coal and metal-bearing ores. 

Unfortunately, a third element, that of appreciation, has been 
injected into many accounts to conform with regulations pro- 
mulgated by the commissioner of internal revenue, pertaining to 
the computation of depletion under section 214 (a) (10) of the 
revenue act of 1918 and the sections of that and preceding acts 
relating to fair market values as at March 1, 1913, and other 
dates. The commissioner’s regulations require that values 
(defined by the regulations as “capital sum’’) recoverable through 
depletion deductions must be recorded on the taxpayer’s books of 
account. This third element represents the excess of an 
estimated value at a given date over the sum of cost of mineral 
rights and cost of exploration. This element is purely antici- 
pation of profits and, to avoid its inclusion in earned surplus or 
undivided profits, it is proper to credit the amount thereof to 
“unearned appreciation,” “surplus derived from appreciation,” 
“anticipated profits on mineral deposits” or an account similarly 
entitled. The first is probably preferable. 

It is necessary to reclassify the charges to the mineral-deposits 
account so that its unextinguished elements may be separately 
reduced by depletion sustained and so that depletion charges may 
be properly allocated to operations, the reserve for decline in 
value of deposits and unearned appreciation. After reclassifica- 
tion, the account is constituted as follows: 


Present market value of deposit: 

The sum of cost of mineral rights and cost of exploration 
reduced by any depletion sustained thereon and further 
reduced by a decline in the market value of the deposit 
before extraction or mining. 

Decline in value of deposit: 

Representing the decline in value of the deposit before 
removal from the natural container or reservoir and 
reduced by any depletion sustained thereon chargeable 
to the reserve for decline in value. This sum is at all 
times equal to the reserve. 

Appreciation : 

Representing appreciation injected into the account to 
record a value at some given date in compliance with 
income-tax regulations or for some other reasons, 
reduced by any depletion sustained thereon. This sum 
is equal at all times to the unearned-appreciation 
account. 
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Further explanation of the purpose of this classification is 
offered with other comments concerning the allocation of 
depletion charges. 


Extinguishment of the mineral-deposits account is reflected in 
the operating account by two distinct charges, namely: 


Depletion sustained on present market value of deposits, offset 

by a credit to mineral deposits, and 

Decline in value of deposits consequent upon decline in market 

value of the mineral, offset by a credit to reserve for 
decline in value of mineral deposits. 

The mineral deposit has previously been stated to be 
analogous to raw material, that is, stock in trade, representing 
a number of units of salable wares, capable of estimation as 
to quantity and value, and therefore an asset to be inventoried 
on the accepted conservative basis of “cost or market, which- 
ever lower” at a given date. Esquerré on page 171 of his 
Applied Theory of Accounts enunciates the principle that all 
merchandise should be reflected in the inventory account at 
cost regardiess of its worth at the date of valuation. That 
principle applied to a long period, say several years, would 
result in a fairly accurate profit-and-loss account and, under 
normal conditions, a fairly conservative balance-sheet, but 
it is notable that most successful business organizations are 
conservative to a fault and that understatement is more desir- 
able than overstatement. The weight of the argument gener- 
ally being thrown to the side of conservative values, there 
is no reason why mineral deposits should not also be valued 
on a conservative basis, inventoried, in fact, and the loss 
sustained, if any, absorbed concurrently therewith. Such a 
basis is not recognized by the commissioner of internal 
revenue and to gain the desired end, at the same time satis- 
fying tax requirements, it becomes necessary to create a 
reserve for decline in value of mineral deposits to represent 
the amount by which the cost of the units remaining unex- 
tracted from the reservoir exceeds the market value thereof 
at a given date. This reserve, taken in conjunction with the 
mineral-deposits account, sets forth the fact that given num- 
bers of units of mineral are owned at a certain cost, but 
that, at the given date, the value thereof is less than cost by 
the amount of the reserve. 
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The reserve account is constituted as follows: 


Credits (offset by charges to operations) of sums representing 
the difference between the market value of the unextracted 
mineral, determined on an equitable basis, and its cost. 

Charges (offset by credits to the corresponding subdivision 
of the mineral-deposits account) of sums representing the 
amount of depletion sustained on that part of the cost of 
the deposit which had been lost through decline in 
market value. 


This method of accounting reduces the deposits to a proper 
value and at the same time satisfies tax requirements. For 
taxation purposes, the effect is to create a reserve, the additions 
to which are non-deductible, but available for invested capital, 
while charges thereto are deductible from gross income. 

As previously explained, the administration of the income-tax 
laws has required the raising of an account to represent the excess 
of a value of mineral deposits at a given date over their cost. 
It is sometimes deemed expedient to revalue properties for other 
reasons. Such an account is preferably entitled “unearned 
appreciation” and is constituted as follows: 

Credits (offset by charges to mineral-deposits account) of 

sums representing the amount of appreciation. 

Charges (offset by credits to the corresponding subdivision of 
mineral deposits) of sums representing the amount of 
depletion sustained on that part of the mineral-deposits 
account constituting appreciation. 

It is entirely possible that all these elements may appear in 

a single case. It would seem most improbable that a mineral 
deposit would have a value greater than cost at one date and less 
than cost at another, but such has been a fact in many cases in 
the oil industry. The anomaly often was caused by the fixing 
of a high “discovery value,” say, during 1920, when mid-con- 
tinent crude oil was posted at $3.50 per barrel, and subsequent 
declines in the market price reduced the value of the deposit 
to a point far below cost. 

Objection is found to the creation of a reserve for depletion 
because mineral-deposits account represents a certain number of 
units of mineral which is reduced by extraction to a lesser 
number of units. The condition is more clearly stated in another 
manner, viz.: 

When a reserve for depletion has been created, the accounts 


represent that originally x units were owned from which 
y units have been extracted, while 
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When depletion sustained has been credited to the asset 
account, the accounts represent that z units remain in the 
reservoir. 

It is believed that the latter method is the more logical and 

proper statement of fact. 

Presumably the creation of reserves for depletion is the out- 
growth of the theory of reserves for depreciation. The circum- 
stances are dissimilar, for, in the case of the former, the asset 
has been removed and passed from possession, while, in the case 
of the latter, the asset has not been removed but remains in use. 

The computation of depletion sustained rests upon an algebraic 
formula composed of three known quantities, two definitely deter- 
minable and one an estimate, and one unknown quantity, viz.: 

Capital sum 


Ultimate recover- 
able units 


Units recovered 
during period 





= Depletion sustained. 


The formula is simplicity itself, but the accuracy of the com- 
putation is contingent upon the carefulness of the estimate of 
ultimate recoverable units. 

A distinction must be made betweer: the total units of mineral 
deposit and recoverable units. Total-units represent all of the 
mineral in or adhering to a given structure while recoverable-units 
represent only the mineral which can be extracted at a profit. 
There are two classes of irrecoverable mineral deposits: that 
which cannot be extracted by any known method of mining, and 
that which cannot be extracted at a profit. The former is exem- 
plified by the oil industry, the producers of which generally 
assert that some oil remains in every abandoned well; and the 


latter is exemplified by the lead and zinc deposits near Joplin, 


Missouri, where large deposits are shown to exist but no mining 
is done because its cost prohibits profitable competition with other 
districts. Improved methods of extraction at any time may con- 
vert irrecoverable deposits into recoverable. 

It is the engineer’s duty to estimate the ultimate recoverable 
units, while the accountant is charged with the task of construct- 
ing an intelligent record of transactions based on that estimate. 

In order that the charge for depletion sustained may be 
properly allocated, it is necessary that it be subdivided into three 
parts corresponding with subdivisions of the mineral-deposits 
account and charged as follows: 
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Subdivisions of depletion Accounts 
sustained on chargeable 
Present market value of deposits Operations 
Decline in value of deposits Reserve for decline in value of 
Appreciation mineral deposits 


Unearned appreciation 

The purpose of the subdivision is threefold, namely : 

First. To charge operations with that part of depletion sus- 
tained on unextinguished cost. To compute it on a greater value is 
to distort cost in direct ratio to the increase in value on which 
computed. The reverse is not true unless we deny the accepted 
principle that a loss through market decline may be sustained and 
properly reflected in the accounts even though not actually 
realized through sale of the property. 

Second. To charge reserve for decline in value of mineral 
deposits with that part of the loss previously realized through a 
market decline but not reflected in the accounts through extraction 
and sale. 


Third. To charge unearned appreciation with that part of 
appreciation realized through extraction as provided by tax 
regulations. 

There is objection to the custom of charging the entire deple- 
tion allowance to operations, then increasing surplus by sums 
chargeable against reserve for decline in value of mineral-deposit 

and unearned-appreciation accounts, as that custom serves to 
understate the net income. 

To sum up, let it be said that the computation of depletion 
and its treatment in accounts presents at once one of the most 
difficult but most fascinating problems of accounting. 
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EDITORIAL 


The Source of Profits 


A provision of the new tax law which has a general accounting 
interest apart from the tax feature, is the rule that profits from 
the sale of personal property produced within and sold without 
the United States, or produced without and sold within the United 
States, shal] be treated as derived partly from sources within and 
partly from sources without the United States, the commissioner 
being authorized to prescribe processes, formulas and general 
apportionment for determining the portion of such net income 
attributable to sources within the United States. 

The previous act did not deal specifically with this question 
and the attorney general when the question was referred to him, 
ruled that in such cases all the income was derived from sources 
within the country in which the goods were sold. In the course 
of his opinion he said: “No income is derived from the mere 
manufacture of goods; before there can be income there must 
be sale; and there is no income from sources within the United 
States from goods manufactured here unless there is in the 
language of section 223 both manufacture and disposition of 
goods within the United States.” 

Many qualified persons felt that the attorney general had been 
betrayed into an incorrect application of a sound accounting rule 
and that the argument just quoted was a clear case of non sequitur. 
The completion of the sale determines the time of the making of 
the profit but it does not in the least follow that it determines the 
source. The real source of profit in a manufacturing business is 
the employment of capital and labor in the conversion of goods ; 
selling is the realization of the profit rather than the source. The 
amount of profit is affected by the degree of efficiency of the 
methods of realization, just as it is affected by the degree of 
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efficiency of the capital assets and the labor employed in pro- 
duction, and it is entirely equitable that there should be attributed 
to sale some part (but certainly not the whole) of the profit. 

The new provision is therefore sound in principle. It should 
be understood, however, that it does not lend any sanction to the 
practice of taking interdepartmental profit when goods are trans- 
ferred from the manufacturing to the selling department. This 
practice, thanks largely to its condemnation by accountants, is 
now comparatively seldom adopted and the new law should not 
be allowed to form an excuse for its revival. The essential fact 
on which the accountants’ opposition has always been based still 
remains. There is no profit until the goods have been both 
manufactured and sold. 





District C. P. A. Bill 


A bill providing for the creation of a board of accountancy 
for the District of Columbia, which was introduced in the senate 
and in the house of representatives, has already been mentioned 
in the editorial pages of this magazine. The necessity for the 
creation of such a board is manifest to all who have the welfare 
of accountancy at heart and the American Institute of Accountants 
has labored consistently and effectively for the successful passage 
of the bill. 

Our readers are familiar with the situation in the District and 
all of them, we trust, will be gratified to learn that the bill has 
been favorably reported by the committee to which it was referred. 

Great efforts were made by persons opposed to the bill to 
prevent its passage, but we believe that, following this report from 
the committee, there will be no great difficulty in securing its 
enactment into law. 

A hearing on the bill was conducted by the senate committee 
on District of Columbia. At that hearing arguments in favor 
of the bill were adduced by members of the American Institute 
of Accountants, and it is chiefly attributable to their efforts that 
the committee decided to make a favorable report. 

It is urged that all who care for the future of the profession 
exercise every proper means to stimulate interest in the passage 
of the bill, so that it may find its way to the statute books as 
rapidly as possible. The bill follows the lines of the model C. P. A. 
law approved by the American Institute of Accountants. 
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It may be well to remind our readers that the action of the 
Institute in regard to legislation in the District of Columbia is 
further proof—if proof were needed—that the Institute has stood 
and continues to stand for all that makes for the stability of pro- 
fessional standards, and it may not be amiss to point out that, 
but for the activity of the Institute in establishing standards and 
encouraging proper legislation, the value of the C. P. A. designation 
would have been seriously depreciated within the last few years. 

It has been said that the Institute is not directly concerned 
with the maintenance of the prestige of the certified public 
accountant, because the possession of a certificate is not a pre- 
requisite to membership in the Institute. The record, however, 
is clear and it may be affirmed without fear of contradiction, that 
it is to the American Institute that the certified public accountant 
may attribute the continuing value of his certificate. 





William R. Mackenzie 


William R. Mackenzie, member of the council of the American 
Institute of Accountants, died at Portland, Oregon, on Monday, 
February 13, 1922. 

Mr. Mackenzie was the pioneer of the accountancy profession 
in Oregon, and had been a member of the council of the Institute 
from the beginning and an active member of some of its most 
important committees. He was one of the outstanding characters 
in the profession and had done much to raise the standards in the 
entire northwest. As an illustration of his faithful service, it 
may be mentioned that he was in the habit of attending every 
meeting of the council, frequently crossing the continent for the 
sole purpose of being present at a meeting of a few hours’ duration. 

He was a man of rugged integrity, kind and considerate, sound 
in judgment and true to every obligation. 

The Institute will learn with profound regret of the passing of 
this stalwart builder of accountancy and this lovable personal 
friend of so many of the members. 

To Mr. Mackenzie’s family, we tender in behalf of the pro- 
fession our heartfelt sympathy. To the profession we offer our 
sympathy in the loss of one of its leaders. 
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The Right to Practise Accountancy 


There has been a great deal of discussion among accountants 
as to the restrictive effect of certified public accountant legis- 
lation. Quite recently in these pages we drew attention to the 
desirability of a definite decision so that those who have the right 
to practise may do so without interference and those who have 
not the right may be prevented. 

A decision rendered in the city magistrate’s court for the 
third district of the borough of Manhattan, in the city of New 
York, has a distinct interest, and we present it to our readers for 
their information. An opinion of the attorney-general dated 
February 1, 1922, in accord with the magistrate’s decision is also 
appended. 

There is a wide difference of opinion as to the professional 
value of this decision. Many accountants feel that to restrict 
the practice so rigidly will not make for the benefit of the people 
or of the profession itself. The matter should be settled finally 
and therefore it is to be hoped that there will be an appeal from 
the decision, and that the question will be carried to the highest 


authority. 
Of course, a decision in New York is a decision in only one 


state. Other jurisdictions might hold different views. There- 
fore, it is a mistake to attach too much importance to the 
opinion expressed by the magistrate in the present case. 


Following is a transcript of the decision: 


Grorce W. SIMPSON, city magistrate: The defendant is charged with 
a violation of section 80 of the general business law, in that, without 
having first received a certificate from the regents of the university of 
the state of New York, he used and uses the title “Certified Public 
Accountant” or “C. P. A.,” or other words to indicate that he is such 
certified public accountant of the state of New York. 

The statute reads as follows: 

“Any citizen of the United States, or person who has duly 

declared his intention of becoming such citizen, residing or having 

a place for the regular transaction of business in the state, being 

over the age of twenty-one years and of good moral character, and 

who shall have received from the regents of the university a 

certificate of his qualifications to practise as a public expert account- 

ant as hereinafter provided, shall be styled and known as a certified 

public accountant; and no other person shall assume such title, or 

use the abbreviation C. P. A. or any other words, letters or figures, 

to indicate that the person using the same is such certified public 

accountant. Any citizen of the United States who has practised 

three years as a certified public accountant in another state, under 

a license or a certificate of his qualifications to so practise, issued 

by the proper authorities of such state, may, upon payment of the 

regular fee, in the discretion of the regents of the university, receive 
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a certificate to practise as a certified public accountant without an 

examination. But he must possess the qualifications required by the 

rules of the regents of the university and must furnish satisfactory 

evidence of character and qualifications.” 

The defendant authorized the insertion of an advertisement, on page 8 
in Donnelly’s Red Book, classified telephone directory, New York City, 
July 21 issue, as follows: 


(Ist line) “J. Alsen, C. P. A. E. A. Brown, C. P. A. (N. H.) 
(2nd line) “Equitable Audit Co. 

(3rd line) “Certified Public Accountant 

(4th line) “Accountancy in all its branches 

(5th line) “Under supervision of 

(6th line) “Certified Public Accountant 

(7th line) “347 Fifth Ave. at 34th St., Murray Hill 3758-9” 


Mr. J. Alsen, whose name is mentioned in said advertisement, is a 
certified public accountant of the state of New York, duly licensed to 
practise pursuant to the requirements of section 80 of the general business 
law. Defendant did obtain from the banking commissioners of the state 
of New Hampshire a certificate authorizing him to practise as a certified 
public accountant in that state. Defendant at no time procured from 
the regents of the university of the state of New York the requisite 
certification of qualifications to practise as certified public accountant, and 
permitting him to annex to his name the letters “C. P. A.” 

The legislative intent is perfectly plain. ‘The legislature elected to 
permit certified public accountants of other states to practise as certified 
public accountants in this state only in the discretion of the regents of 
the university of the state of New York and upon complying with their 
rules including the furnishing of satisfactory evidence of good character 
and qualifications. There is nothing in the statute to prohibit one from 
following the vocation of an accountant. The statute is designed to 
prevent an accountant from holding himself out as a certified public 
accountant until he shall have obtained the certificate of the regents of 
the university of the state of New York as provided for in the statute. 
It is argued by the defendant that by adding (N. H.) to the words C. P. A. 
at the end of his name, he does not hold himself out as a certified public 
accountant of the state of New York but as one having received his 
degree in the state of New Hampshire. The only logical inference, how- 
ever, that can be drawn from such representation is that the defendant 
is a person who has received his certified public accountant’s degree in 
the state of New Hampshire and who has also met the requirements and 
has received a certificate from the regents of the university of the state 
of New York entitling him to practise as a certified public accountant in 
the state of New York as well as in the state of New Hampshire. There 
is no doubt in my mind that the words “C. P. A. (N. H.)” used by the 
defendant as set forth in his advertisement are intended to and do 
mislead and deceive. The advertisement appearing in Donnelly’s Red Book 
boldly sets forth the name “Equitable Audit Co., Certified Public Account- 
ants.’ Assuming the name Equitable Audit Co. to be either a trade name 
or the name of a corporation, it can not be legally used in connection with 
the title “Certified Public Accountants.” Even if the advertisement con- 
tained only the names “J. Alsen, C. P. A.” (who is conceded to be a 
New York certified public accountant), and E. A. Brown, C. P. A. (N. H.) 
a firm called “Alsen & Brown” could not use the style “Certified Public 
Accountants” in connection with their practice in the state of New York, 
unless both are certified public accountants under the laws of said state. 

In the case of People vs. Somme, 120 App. Div., page 20, the defendant 
Dr. Somme, who was legally admitted to practise in the state of Indiana 
used the title “Doctor” (M. D.) in the state of New York, although not 
licensed in this state. Dr. Somme was not charged with illegally practising 
without a license. The charge was similar to the charge in the case 
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at bar—appending the letters M. D. to his name to show or tend to show 
and convey the impression that he is a legal practitioner of medicine duly 
licensed to practise in New York. The court at page 23 says: 

“It was admitted that the defendant possessed the diploma of a 
medical school in Indianapolis called the College of Medicine and 
Midwifery. He did not produce or offer to produce any other 
authority for the assumption and use of the title “doctor” or 
“M. D.” The gravamen of the section of the statute under which 
he was prosecuted is that he should not assume or advertise that 
title in such a manner as to convey the impression that he was a 
legal practitioner of medicine.” 

The doctor had advertised as the defendant Brown in the case at bar. 
He was found guilty. Defendant is equally guilty. Accountants are not 
prohibited from practising their profession and in this regard the New 
York statute is less stringent than that applicable to lawyers and physicians 
of other states, who are not permitted to practise here until they obtain 
a license. Reference may here be made to the enabling statute passed 
by the legislature of the state of New York recently which permitted 
former President Woodrow Wilson to practise as a lawyer in this state 
and to the compliance required of the famous Dr. Adolf Lorenz before 
he was permitted by the regents of the university of the state of New 
York to practise as a surgeon in this state. Section 80 of the general 
business law was designed for the protection of the public. Residents 
of this state acting as accountants upon complying with our statute may 
become certified public accountants. Certified public accountants admitted 
elsewhere may become certified public accountants of the state of New 
York upon complying with the reasonable provisions of our statute by 
furnishing satisfactory evidence of character and qualifications and come 
up to the standard set for those licensed under the laws of this state. 
The work is so important, so much depends upon the result, that’ the 
character and qualifications of a certified public accountant should be 
above reproach. This, as a consequence of compliance with local officially 
established standards, is done when the seal of approval of the state of 
New York is placed upon a certificate issued by the regents of the univer- 
sity of the state of New York in accordance with the statute. It is 
well settled that statutes shall receive a reasonable construction consistent 
and in harmony with their object and purposes. With this in mind I have 
come to the following conclusions: 

(a) No person has a legal right to use the title “Certified Public 
Accountant” or the letters “C. P. A.” in this state, even though he has 
obtained a similar title or degree in another state, and even though he 
clearly shows that it is the title or degree of another state, without com- 
pliance with the provisions of the New York statute. It is the use of 
the title in this state which is prohibited by section 80 of the general 
business law. 

(b) No trade name nor corporation name may be legally used in 
— with the words “Certified Public Accountant” or the letters 

(c) A firm consisting of two or more members in which all the 
members have not received certificates of qualifications from the regents 
of the university of the state of New York to practise as certified public 
accountants may not legally assume the title and call themse!ves certified 
public accountants. 

It appearing to me that the crime mentioned in the summons issued 
and served on the defendant has been committed, and that there is sufficient 
cause to believe the defendant guilty thereof, I order that a complaint be 
drawn for a violation of section 80 of the general business law, against 
the defendant, and when said complaint is prepared and properly before 
me, in view of the stipulation as to the testimony taken herein, I shall 
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order that the defendant be held to answer to same in bail to be then 
fixed by me for trial in the court of special sessions. 
Georce W. Simpson, City Magistrate. 
The following is the text of a letter written by the attorney- 
general of the state of New York to the assistant commissioner 
and director of professional education: 


STATE OF NEW YORK 
OFFICE OF THE ATTORNEY GENERAL 


ALBANY 
February 1, 1922. 
Hon. Aucustus S. Downinc, 
Assistant Commissioner and 
Director of Professional Education, 
Albany, N. Y 


Dear Doctor Downing: 

For some time I have been giving attention to the question as to whether 
or not certified public accountants chartered by the National Association 
of Certified Public Accountants could use in their vocation in this state 
the letters “C. P. A. (N. A.).” 

Our statute provides, as you know, in 80 that only our own inhabitants 
certified by the education department may use the letters “C. P. A.” 
The statute then goes on to provide: 

“and no other person shall assume such title, or use the abbreviation 

C. P. A. or any other words, letters or figures to indicate that the 

person using the same is such certified public accountant.” 


(General Business Law 80) 


The president of the National Association of Certified Public Account- 
aunts has at my request very courteously advised me concerning the status 
of his association. I find that it is chartered under the laws applicable 
to the District of Columbia. I think, therefore, that some of our corre- 
spondents are mistaken in thinking that tke National Association is a 
federal corporation to the extent of being chartered to do business among 
the several states. Of course, the federal government makes the laws 
for the District of Columbia, and therefore, the charter of the National 
Association is granted locally only for the District of Columbia. A member 
of the National Association, therefore, gains no rights to do business in 
the state of New York by virtue of the fact that his association is 
chartered under a United States statute, limited by its terms only to the 
locality where the United States has sole jurisdiction. 

The question to be decided necessarily is, whether or not the letters 
“C. P. A. (N. A.)” are in conflict with the letters authorized by our 
statute, “C. P. A.” Violations of the statute have not been prosecuted 
through this department since no special authority is given to the attorney 
general, but I understand that cases have been conducted by the various 
district attorneys in the county where they arise. At first glance, the 
letters “C. P. A. (N. A.)” might be taken as having the same purpose 
as “A. B. (Oxon).” However, we are dealing with a situation involving 
a licensed vocation which differs widely from a purpose to express the 
derivation of an academic degree. I think the letters “C. P. A. (N. A.)” 
may easily be taken to indicate that the user is a certified public accountant 
of this state and also a member of the National Association of Certified 
Public Accountants. 

I am, therefore, of the opinion that the use of the letters “C. P. A. 
(N. A.)” is forbidden under the laws of our state for persons not licensed 


in New York. Yours very truly, 


CuHartes D. Newton, Attorney General. 
By Epwarp G. Grirrin, Deputy. 
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Income-tax Department 
EpITep By STEPHEN G. Rusk 


The decisions of the United States supreme court that are embodied in 
treasury decisions Nos. 3270 and 3271, in our opinion, should be entitled 
“When a stock dividend is not a stock dividend.” These decisions are 
much alike in the question at issue, the latter of them representing the case 
of Rockefeller versus the United States which had much newspaper 
publicity. 

The court’s reasoning with respect to the matter at issue is more clearly 
revealed in the decision contained in treasury decision 3270, and we bespeak 
for it a careful reading. Some exceedingly fine distinctions were made by 
the court and it is difficult for the ordinary individual to see the fine line 
drawn between that which we have ordinarily considered a stock dividend 
and that phase of a stock dividend which places it in the class of an actual 
dividend. It is easier to comprehend the viewpoint of those members of 
the court who dissented from the decision especially when they expressed 
the following opinion: “It seems incredible that congress intended to tax 
as income a business transaction which admittedly produced no gain, no 
profit and hence no income.” 

Other decisions published in this issue are not of the importance of 
those commented upon in the foregoing paragraphs, but are worthy of close 
attention. 


(T. D. 3268—January 5, 1922) 
Income tax—Withholding from partnerships 

Section 221 of the revenue act of 1921 provides for withholding of a 
tax equal to 8 per .«m.. from the annual or periodical gains, profits, or 
income of a partnersnip composed in whole or in part of non-resident aliens. 
(See sec. 221.) -However, in the case of a partnership having an office or 
place of business in the United States, withholding will not be required 
even though one or more of the members thereof is a non-resident alien ; 
the partnership, however, as agent of the non-resident alien member or 
members, shall file a return of the income of such non-resident alien mem- 
ber or members in accordance with the provisions of article 404 of regu- 
lations No. 45, and the corresponding article of regulations No. 62, to be 
promulgated under the revenue act of 1921. 

(T. D. 3269—January 5, 1922) 
Income tax—Section 250 (d)—Appeals—Hearings 

Section 250 (d) of the revenue act of 1921 provides that if upon exami- 
nation of a return made under the revenue acts of 1916, 1917, 1918, or 1921, 
an income or excess-profits tax or a deficiency therein (which deficiency 
is defined in section 250 (b) as meaning the difference, to the extent not 
covered by any credit due to the taxpayer under section 252, between the 
amount of the tax already paid and that which should have been paid) is 
discovered the taxpayer shall be notified thereof and shall have the right 
of an appeal and a hearing before the assessment is made. As soon as 
practicable, therefore, after a return is filed, whether by the taxpayer or 
as provided in section 3176, revised statutes, as amended, it is examined. 
If upon examination of a return made under the revenue act of 1916, the 
revenue act of 1917, the revenue act of 1918, or the revenue act of 1921, 
a tax or a deficiency in tax is discovered, the taxpayer shall be notified 
thereof by letter and shall be given a reasonable time after such notice 
is sent in which to protest and file exceptions specifying the reasons why 
the tax or deficiency should not be assessed. 
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_ (a) If the taxpayer protests against the proposed assessment after the 
first notification by mail, as above set forth, he will present his exceptions 
in writing to the income-tax unit or to the division thereof where the said 
proposed assessment is being considered. Such exceptions must state fully 
the facts and grounds upon which the taxpayer relies. A reasonable addi- 
tional time in which to file other data in support of the taxpayer’s con- 
tentions may be allowed upon request showing cause for such extension. 
A hearing shall be granted the taxpayer, if requested by him; if no hearing 
is requested a decision will be made by the income-tax unit upon the 
written data submitted. Whether a hearing is had or not, a decision shall 
be made by the income-tax unit at the earliest practicable date and the 
taxpayer notified thereof. The notification of the decision of the income- 
tax unit shall be made by registered mail, and a period of not less than 
30 days given the taxpayer in which to file an appeal to the commissioner 
and show cause or reason why such tax or deficiency should not be paid. 
Full 30 days from the mailing (not the receipt) of such notice to file an 
appeal shall be given the taxpayer. The appeal must be filed in the office 
of the commissioner in Washington within 31 days from the mailing of 
the notice, but if it is mailed in time to be received by the commissioner 
within such period in the ordinary course of the mails it will be considered 
as having been filed within such period. No particular form of appeal is 
required, but said appeal must set forth specifically the exceptions upon 
which said appeal is taken. The appeal shall be under oath and must con- 
tain a statement that it is not taken for the purpose of delay. Opportunity 
for a hearing shall be granted if requested within a reasonable time. The 
taxpayer in his appeal may rely upon the data previously submitted, or he 
may obtain a reasonable extension of time, if cause therefor is shown, in 
which to file additional data, evidence, or argument. Such request shall be 
under oath, and must state specifically the reasons for additional time. 
When a decision has been made by the proper officer, employee, or em- 
ployees of the bureau and approved by the commissioner, an assessment, 
if any, shall be made forthwith in accordance with the terms of said 
decision. 

(b) If the taxpayer does not protest within the time fixed by the first 
notification by mail, then and in that case the proposed assessment shall 
be the decision of the income-tax unit and the taxpayer shall be notified 
thereof. This notification of the decision of the income-tax unit shall be 
made by registered mail and a period of not ‘ess than 30 days given the 
taxpayer in which to file an appeal to the commissioner and to show cause 
or reason why such tax or deficiency should not be paid. The procedure 
on said appeal shall be the same as in the case of an appeal to the com- 
missioner as provided in (a) above. 

In the case of a return which is examined in the collector’s office where 
a tax or deficiency of tax is discovered and notice of the proposed assess- 
ment is sent out by the collector, the procedure shall be the same in said 
collector’s office as herein provided for in the income-tax unit. The 
decision of the collector may be appealed from, which appeal shall be to 
the commissioner at Washington and shall follow the same procedure as 
provided for in (a) or (b) above. 

No assessment under 250 (d) shall be made without notification to the 
taxpayer of his right to appeal and show cause, except that in any case 
where the commissioner telieves that the collection of the amount due 
will be jeopardized by delay, he may make the assessment without giving 
such notice or awaiting the conclusion of a hearing. 

Where a taxpayer has been given an opportunity of appeal and has not 
done so, as above set forth, and an assessment has been made, or where a 
taxpayer has appealed and an assessment in accordance with the final 
decision on such appeal has been made, no claim in abatement of the 
assessment will be entertained. 

Where an assessment has been made without giving the taxpayer an 
opportunity to appeal or without awaiting a decision on an appeal that 
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has been perfected, a bona fide claim in abatement of the assessment, filed 
within 10 days after such notice and demand by the collector, may be 


entertained. 
(T. D. 3270—January 12, 1922) 
Income taxes—Revenue act of October 3, 1913—Decision of Supreme 
Court. 

1. INcomE—DIvipENDS—INCOME IN Way oF DrviDENDs. 

Under Section II (b) of the act of October 3, 1913, declaring that in- 
come shall include, among other things, gains derived “from interest, rent, 
dividends, securities, * * * or gains or profits and income derived from 
any source whatever,” not everything in the form of a dividend must be 
treated as income, but income in the way of dividends shall be taxed. 

2. Same—Surp_us oF AccCUMULATED Prorits Distrirpurep to Srock- 
HOLDERS IN THE Form oF Stock OF ANOTHER CoRPORATION—DIs- 
TINGUISHED FROM STOCK DIVIDENDS 

Where a stockholder, as the result of a reorganization and financial 
readjustment of the business of the corporation, received as a dividend on 
each share of common stock held by him two shares of the common stock 
of a new corporation, the dividend so received representing the surplus of 
accumulated profits of the first corporation, and the shares so received 
having a market value separate and distinct from the original share, such 
dividend was a gain, a profit, derived from his capital interest in the old 
company, and constituted individual income to the stockholder within the 
meaning of the income-tax law of 1913. The rule laid down in Peabody v. 
Eisner (247 U. S., 347), followed; Eisner v. Macomber (252 U. S., 189) 
distinguished. 


3. Same—Errect or No CHANGE IN AGGREGATE MARKET VALUE OF SHARES. 
That a comparison of the market value of the stockholder’s shares in 
the old corporation immediately before, with the aggregate market value 
of those shares plus the dividend shares immediately after the dividend 
showed no change in the aggregate is immaterial and is not a proper test 
for determining whether individual income, taxable against the stockholder, 
has been received by means of the dividend. 
4. SameE—ErFrect oF ANTECEDENT TRANSFERS OF STOCK. 

The question whether a dividend made out of company profits consti- 
tutes income of the stockholder is not affected by antecedent transfers of 
the stock from hand to hand. 

5. CorPORATIONS—REORGANIZATION—SEPARATE ENTITY. 

Where a new corporation was formed under the laws of another state, 
to take over the business and business assets of an old corporation, having 
authorized capital amounting to nearly four times the aggregate stock 
issues and funded debt of the old company, of which less than one-half 
was to be issued at once to the old company or its stockholders, held that 
the new corporation was not identical with the old, but was a separate and 
distinct corporate entity, despite the fact that both corporations had for the 
time being the same personnel of officers and stockholders, having the 
same proportionate holdings of stock in both companies. 


6. Income—ErFrect oF REORGANIZATION OF CORPORATION UPON AGGREGATE 
Bopy oF STOCKHOLDERS. 

The question whether an individual stockholder derived income in the 
true and substantial sense through receiving a part in the distribution of 
the new shares can not be tested by regarding alone the general effect of 
the reorganization upon the aggregate body of stockholders; the liability 
of a stockholder to pay an individual income tax must be tested by the 
effect of the transaction upon the individual. 

The appended decision of the Supreme Court of the United States, 
rendered November 21, 1921, in the case of United States v. C. W. Phellis, 
is published for your information. The decision reverses the judgment of 
the Court of Claims in the case of C. W. Phellis v. United States. 
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SUPREME Court oF THE UnirTeEp States. No. 260. Ocrosper Term, 1921. 


United States of America, appellant, v. C. W. Phellis. 
APPEAL from the Court of Claims. 
[November 21, 1921.] 


Mr. Justice Pitney delivered the opinion of the court: 


The court below sustained the claim of C. W. Phellis for a refund of 
certain moneys paid by him under protest in discharge of an additional tax 
assessed against him for the year 1915, based upon alleged income equiva- 
lent to the market value of 500 shares of stock of a Delaware corporation 
called the E. I. du Pont de Nemours & Co., received by him as a dividend 
upon his 250 shares of stock of the E. I. du Pont de Nemours Powder Co., 
a New Jersey Corporation. The United States appeals. 

From the findings of the Court of Claims, read in connection with 
claimant’s petition, the following essential facts appear: In and prior to 
September, 1915, the New Jersey company had been engaged for many 
years in the business of manufacturing and selling explosives. Its funded 
debt and its capital stock at par values were as follows: 


5 per cent. mortgage bonds ................ $1,230,000 
4% per cent. 30-year bonds ................ 14,166,000 
Preferred stock ($100 shares) .............. 16,068,600 
Common stock ($100 shares) ............... 29,427,100 

a ae On eee $60,891,700 


It had an excess of assets over liabilities showing a large surplus of 
accumulated profits; the precise amount is not important, except that it 
should be stated that it was sufficient to cover the dividend distribution 
presently to be mentioned. In that month a reorganization and financial 
adjustment of the business was resolved upon and carried into effect with 
the assent of a sufficient proportion of the stockholders, in which a new 
corporation was formed under the laws of Delaware with an authorized 
capital stock of $240,000,000, to consist in part of debenture stock bearing 
6 per cent. cumulative dividends, in part of common stock; and to this new 
corporation all the assets and goodwill of the New Jersey company were 
transferred as an entirety and as a going concern, as of October 1, 1915, 
at a valuation of $120,000,000, the new company assuming all the obliga- 
tions of the old except its capital stock and funded debt. In payment of 
the consideration the old company retained $1,484,100 in cash to be used 
in redemption of its outstanding 5 per cent. mortgage bonds, and received 
$59,661,700 par value in debenture stock of the new company (of which 
$30,234,600 was to be used in taking up, share for share and dollar for 
dollar, the preferred stock of the old company and redeeming its 30-year 
bonds), and $58,854,200 par value of the common stock of the new company 
which was to be and was immediately distributed among the common 
stockholders of the old company as a dividend, paying them two shares of 
the new stock for each share they held in the old company. This plan was 
carried out by appropriate corporate action; the new company took over 
all the assets of the old company, and that company besides paying off 
its 5 per cent. bonds acquired debenture stock of the new company suffi- 
cient to liquidate its 4% per cent. 30-year bonds and retire its preferred 
stock, additional debenture stock equal in amount at par to its own out- 
standing common stock, and also two shares of common stock of the 
Delaware corporation for each share of the outstanding common stock of 
the New Jersey corporation. Each holder of the New Jersey company’s 
common stock (including claimant), retained his old stock and besides 
received a dividend of two shares for one in common stock of the Delaware 
company, and the New Jersey corporation retained in its treasury 6 per 
cent. debenture stock of the Delaware corporation equivalent to the par 
value of its own outstanding common stock. The personnel of the stock- 
holders and officers. of the two corporations was on October 1, 1915, 
identical, the new company having elected the same officers as the old; 
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and the holders of common stock in both corporations had the same pro- 
portionate stockholding in each. After the reorganization and the dis- 
tribution of the stock of the Delaware corporation, the New Jersey cor- 
poration continued as a going concern, and still exists, but except for the 
redemption of its outstanding bonds, the exchange of debenture stock for 
its preferred stock, ana the holding of debenture stock to an amount 
equivalent to its own outstanding common and the collection and disposition 
of dividends thereon, it has done no business. It is not, however, in 
process of liquidation. It has received as income upon the Delaware 
company’s debenture stock held by it dividends to the amount of 6 per 
cent. per annum, which it has paid out to its own stockholders, including 
the claimant. The fair market value of the stock of the New Jersey 
corporation on September 30, 1915, prior to the reorganization, was $795 
per share, and its fair market value, after the execution of the contracts 
between the two corporations, was on October 1, 1915, $100 per share. The 
fair market value of the stock of the Delaware corporation distributed as 
aforesaid was on October 1, 1915, $347.50 per share. The commissioner 
of internal revenue held that the 500 shares of Delaware company stock 
acquired by claimant in the distribution was income of the value of $347.50 
per share and assessed the additional tax accordingly. 

The Court of Claims, observing that from the facts as found claimant's 
250 shares of stock in the New Jersey corporation were worth on the 
market, prior to the transfer and dividend, precisely the same that the 
same shares plus the Delaware company’s shares received by him were 
worth thereafter, and that he did not gain any increase in the value of 
his aggregate holdings by the operation, held that the whole transaction 
was to be regarded as merely a financial reorganization of the business of 
the company, producing to him no profit and hence no income, and that the 
distribution was in effect a stock dividend nontaxable as income under the 
authority of Eisner v. Macomber (252 U. S., 189), and not within the 
rule of Peabody v. Eisner (247 U. S., 347). 

We recognize the importance of regarding matters of substance and 
disregarding forms in applying the provisions of the sixteenth amendment 
and income-tax laws enacted thereunder. In a number of cases besides 
those just cited we have under varying conditions followed the rule.— 
Lynch v. Turrish (247 U. S., 221); Southern Pacific Co. v. Lowe (247 
U. S., 330) ; Gulf Oil Corporation v. Lewellyn (248 U. S., 71). 

The act under which the tax now in question was imposed (act of 
October 3, 1913, ch. 16, 38 Stat., 114, 166-167), declares that income shall 
include, among other things, gains derived “from interest, rent, dividends, 
securities, or the transaction of any lawful business carried on for gain or 
profit, or gains or profits and income derived from any source whatever.” 
Disregarding the slight looseness of construction, we interpret “gains, 
profits, and income derived from * * * dividends,” etc., as meaning 
not that everything in the form of a dividend must be treated as income, 
but that income derived in the way of dividends shall be taxed. Hence 
the inquiry must be whether the shares of stock in the new company re- 
reived by claimant as a dividend by reason of his ownership of stock in 
the old company constituted (to apply the tests laid down in Eisner v. 
Macomber (252 U. S., 189, 207]), a gain derived from capital, not a gain 
accruing to capital, nor a growth or increment of value in the investment, 
but a gain, a profit, something of exchangeable value proceeding from the 
property, severed from the capital however invested, and coming in— 
that is, received or drawn by the claimant for his separate use, benefit, 
and disposal. ; 

Claimant’s capital investment was represented by his New Jersey shares. 
Whatever increment of value had accrued to them prior to September 30, 
1915, by reason of the surplus profits that theretofore had been accumu- 
lated by the company, was still a part of claimant’s capital, from which as 
yet he had derived no actual and therefore no taxable income so. far as 
the surplus remained undistributed. As yet he had no right to withdraw 
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it or any part of it, could not have such right until action by the company 
or its proper representatives, and his interest still was but the general prop- 
erty interest of a stockholder in the entire assets, business and affairs of 
the company—a capital interest, as we declared in Eisner v. Macomber, 
supra (p. 208). 

Upon the face of things, however, the transfer of the old company’s 
assets to the new company in exchange for the securities issued by the 
latter, and the distribution of those securities by the old company among 
its stockholders, changed the former situation materially. The common 
stock of the new company, after its transfer to the old company and prior 
to its distribution, constituted assets of the old company which it now held 
to represent its surplus of accumulated profits—still, however, a common 
fund in which the individual stockholders of the old company had no 
separate interest. But when this common stock was distributed among the 
common stockholders of the old company as a dividend, then at once 
unless the two companies must be regarded as substantially identical—the 
individual stockholders of the old company, including claimant, received 
assets of exchangeable and actual value severed from their capital interest 
in the old company, proceeding from it as the result of a division of former 
corporate profits, and drawn by them severally for their individual and 
separate use and benefit. Such a gain resulting from their ownership of 
stock in the old company and proceeding from it constituted individual 
income in the proper sense. 


That a comparison of the market value of claimant’s shares in the New 
Jersey corporation immediately before, with the aggregate market value 
of those shares plus the dividend shares immediately after the dividend 
showed no change in the aggregate—a fact relied upon by the court of 
claims as demonstrating that claimant neither gained nor lost pecuniarily 
in the transaction—seems to us a circumstance of no particular importance 
in the present inquiry. Assuming the market values were a precise reflex 
of intrinsic values, they would show merely that claimant acquired ne 
increase in aggregate wealth through the mere effect of the reorganization 
and consequent dividend, not that the dividend did not constitute income. 
There would remain the presumption that the value of the New Jersey 
shares immediately prior to the transaction reflected the original capital 
investment plus the accretions which had resulted through the company’s 
business activities and constituted its surplus; a surplus in which until 
dividend made the individual stockholder had no property interest except 
as it increased the valuation of his capital. It is the appropriate function 
of a dividend to convert a part of a surplus thus accumulated from 
property of the company into property of the individual stockholders; the 
stockholder’s share being thereby released to and drawn by him as profits 
or income derived from the company. That the distribution reduces the 
intrinsic capital value of the shares by an equal amount is a normal and 
necessary effect of all dividend distributions—whether large or small and 
whether paid in money or in other divisible assets—but such reduction 
constitutes the dividend none the less income derived by the stockholder 
if it represents gains previously acquired by the corporation. Hence, a 
comparison of aggregate values immediately before with those immedi- 
ately after the dividend is not a proper test for determining whether indi- 
vidual income, taxable against the stockholder, has been received by 
means of the dividend. 

The possibility of occasional instances of apparent hardship in the 
incidents of the tax may be conceded. Where, as in this case, the dividend 
constitutes a-distribution of profits accumulated during an extended period 
and bears a large proportion to the par value of the stock, if an investor 
happened to buy stock shortly before the dividend, paying a price enhanced 
by an estimate of the capital plus the surplus of the company, and after 
distribution of the surplus, with corresponding reduction in the intrinsic 
and market value of the shares, he were called upon to pay a tax upon the 
dividend received, it might look in his case like a tax upon his capital. 
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But it is only apparently so. In buying at a price that reflected the accu- 
mulated profits, he of course acquired as a part of the valuable rights 
purchased the prospect of a dividend from the accumulations—bought 
“dividend on,” as the phrase goes—ard necessarily took subject to the 
burden of the income tax proper to be assessed against him by reason of 
the dividend if and when made. He simply stepped into the shoes, in this 
as in other respects, of the stockholder whose shares he acquired, and 
presumably the prospect of a dividend influenced the price paid, and was 
discounted by the prospect of an income tax to be paid thereon. In short, 
the question whether a dividend made out of company profits constitutes 
income of the stockholder is not affected by antecedent transfers of the 
stock from hand to hand. 


There is more force in the suggestion that, looking through and through 
the entire transaction out of which the distribution came, it was but a 
financial reorganization of the business as it stood before, without dimi- 
nution of the aggregate assets or change in the general corporate objects 
and purposes, without change of personnel either in officers or stockholders, 
or change in the proportionate interest of any individual stockholder. The 
argument, in effect, is that there was no loss of essential identity on the 
part of the company, only a change of the legal habiliments in which the 
aggregate corporate interests were clothed, no substantial realization by 
individual stockholders out of the previous accumulation of corporate 
profits, merely a distribution of additional certificates indicating an increase 
in the value of their capital holdings. This brings into view the general 
effect of the combined action of the entire body of stockholders as a mass. 


In such matters, what was done, rather than the design and purpose of 
the participants, should be the test. However, in this case pio is no 
difference. The proposed plan was set out in a written communication 
from the president of the New Jersey corporation to the stockholders, a 
written assent signed by about 90 per cent. of the stockholders, a written 
agreement made between the old company and the new, and a bill of sale 
made by the former to the latter, all of which are in the findings. The 
plan as thus proposed and adopted, and as carried out, involved the forma- 
tion of a new corporation to take over the business and the business assets 
of the old; it was to be and was formed under the laws of a different state, 
which necessarily imports a different measure of responsibility to the 
public, and presumably different rights between stockholders and company 
and between stockholders inter se, than before. The articles of association 
of neither company is made to appear, but in favor of the asserted identity 
between the companies we will assume (contrary to the probabilities) that 
there was no significant difference here. But the new company was to 
have authorized capital stock aggregating $240,000,000—nearly four times 
the aggregate stock issues and funded debt of the old company—of which 
less than one-half ($118,515,900) was to be issued presently to the old 
company or its stockholders, leaving the future disposition of a majority 
of the authorized new issues still to be determined. There was no present 
change of officers or stockholders, but manifestly a continuation of identity 
in this respect depended upon continued unanimous consent or concurrent 
action of a multitude of individual stockholders actuated by motives and 
influences necessarily to some extent divergent. In the light of all this 
we can not regard the new company as virtually identical with the old, 
but must treat it as a substantial corporate body with its own separate 
identity, and its stockholders as having property rights and interests 
materially different from those incident to ownership of stock in the old 
company. 

The findings show that it was intended to be established as such, and 
that it was so created in fact and in law. There is nothing to warrant us 
in treating this separateness as imaginary, unless the identity of the body 
of stockholders and the transfer in solido of the manufacturing business 
and assets from the old company to the new necessarily have that effect. 
But the identity of stockholders was but a temporary condition, subject 
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to change at any moment at the option of any individual. As to the assets, 
the very fact of their transfer from one company to the other evidenced 
the actual separateness of the two companies. 

But further, it would be erroneous, we think, to test the question whether 
an individual stockholder derived income in the true and substantial sense 
through receiving a part in the distribution of the new shares, by regarding 
alone the general effect of the reorganization upon the aggregate body of 
stockholders. The liability of a stockholder to pay an individual income 
tax must be tested by the effect of the transaction upon the individual. 
[t was a part of the purpose and a necessary result of the plan of reor- 
ganization, as carried out, that common stock of the new company to the 
extent of $58,854,200 should be turned over to the old company, treated 
by it as assets to be distributed as against its liability to stockholders for 
accrued surplus, and thereupon distributed to them “as a dividend.” The 
assent of the stockholders was based upon this as a part of the plan. 

In thus creating the common stock of the new company and transfer- 
ring it to the old company for distribution pro rata among its stockholders, 
the parties were acting in the exercise of their rights for the very purpose 
of placing the common stockholders individually in possession of new and 
substantial property rights in esse, in realization of their former contingent 
right to participate eventually in the accumulated surplus. No question is 
made but that the proceedings taken were legally adequate to accomplish 
the purpose. The new common stock became treasury assets of the old 
company, and was capable of distribution as the manufacturing assets 
whose place it took were not. Its distribution transferred to the several 
stockholders new individual property rights which they severally were 
entitled to retain and enjoy, or to sell and transfer, with precisely the 
same substantial benefit to each as if the old company had acquired the 
stock by purchase from strangers. According to the findings the stock 
thus distributed was marketable. There was neither express nor implied 
condition, arising out of the plan of reorganization or otherwise, to prevent 
any stockholder from selling it; and he could sell his entire portion or any 
of it without parting with his capital interest in the parent company, or 
affecting his proportionate relation to the interests of other stockholders. 
Whether he sold the new stock for money or retained it in preference, in 
either case when he received it he received as his separate property a part 
of the accumulated profits of the old company in which previously he had 
only a potential and contingent interest. 

It thus appears that in substance and fact, as well as in appearance, 
the dividend received by claimant was a gain, a profit, derived from his 
capital interest in the old company, not in liquidation of the capital but in 
distribution of accumulated profits of the company; something of exchange- 
able value produced by and proceeding from his investment therein, severed 
from it and drawn by him for his separate use. Hence it constituted 
individual income within the meaning of the income-tax law, as clearly 
as was the case in Peabody v. Eisner (247 U. S., 347). 

Judgment of the court of claims reversed, and the cause remanded 
with directions to dismiss the suit. 

DISSENTING OPINION 

Mr. Justice McReyNnoips: In the course of its opinion, citing Eisner v. 
Macomber (252 U. S., 189, 213), the court of claims declared: 

“We think the whole transaction is to be regarded as merely a financial 
reorganization of the business of the company and that this view is 
justified by the power and duty of the court to look through the form of 
the transaction to its substance.” And further, “It seems incredible that 
congress intended to tax as income a business transaction which admit- 
tedly produced no gain, no profit, and hence no income. If any iticome had 
accrued to the plaintiff by reason of the sale and exchange made it would 
doubtless be taxable.” 

There were perfectly good reasons for the reorganization, and the good 
faith of the parties is not questioned. I assume that the statute was not 


210 

















Income-tax Department 








intended to put an embargo upon legitimate reorganizations when deemed 
essential for carrying on important enterprises. Eisner v. Macomber was 
rightly decided, and the principle which I think it announced seems in 
conflict with the decision just announced. 
Mr. Justice VAN DevANTER concurs in this dissent. 
(T. D. 3271—January 12, 1922.) 


Income taxes—Revenue act of yg 3, 1913—Decision of Supreme 
ourt, 

1. IncomE—DivipENDS—Stock DIstTRIBUTION. 

Where the stockholders of an oil company owning pipe-line ard oil 
properties caused the organization of a pipe-line company to which it 
contracted to convey its pipe-line property, on consideration of which the 
pipe-line company agreed to distribute its stock to the stockholders of the 
oil company in the same proportion as their existing holdings, the pipe-line 
property representing a surplus above the par value of the oil company’s 
stock, the shares of the pipe-line company received by the oil company 
stockholders in carrying out tne contract constituted income to such stock- 
holders under the revenue act of October 3, 1913. 

2. SAaME—METHOpD oF DISTRIBUTION. 

Under the circumstances cited above, the effect was the same whether 
the stock was distributed directly by the new corporation to the stock- 
holders of the old corporation or transferred from the new corporation to 
the old corporation, and by the latter distributed to its stockholders. 

3. IncomE—SurRPLUS OF ACCUMULATED Prorits DistriBsuTED To STOCK- 
HOLDERS IN THE Form or Stock or ANOTHER CorPoRATION—DIs- 
TINGUISHED FROM STOCK DIVIDENDS. 

Where a corporation having a surplus of accumulated profits exchanged 
a part of its assets for the common stock of a new corporation, organized 
by the stockholders of said corporation to take over a part of the business 
and business assets of the old corporation, and then distributed said shares 
of common stock to its stockholders, the distribution, whatever its effect 
upon the aggregate interests of the mass of stockholders, constituted in 
the case of each individual a gain in the form of. actual exchangeable 
assets transferred to him from the old corporation for his separate use 
in partial realization of his former indivisible and contingent interest in 
the corporate surplus. It was in substance and effect, not merely in form, 
a dividend of profits by the corporation, and individual income to he 
stockholder. United States v. Phellis (decided at the same time) followed. 


4, CoRPORATIONS—REORGANIZATION—SEPARATE ENTITY. 


Where a new corporation was formed by the stockholders of an old 
corporation to take over a part of the business and a part of the business 
assets of the old corporation, with the same officers and stockholders for 
the time being having the same proportionate holdings of the common 
stock of the new company that they had of the old company, held that the 
new corporation was not identical with the old, but was a separate and 
distinct corporate entity. 

The appended decision of the Supreme Court of the United States, 
rendered November 21, 1921, in the cases of John D. Rockefeller v. 
United States, and New York Trust Co. et al. v. Edwards, collector, is 
published for the information of internal-revenue officers and others con- 
cerned. This decision affirms the decision of the United States district 
court for the southern district of New York (T. D. 3232). 


Supreme Court oF THE Unitep States. Nos. 535 anp 536. OcToBER 
Term, 1921. 

535. John D. Rockefeller, plaintiff in error v. United States. 536. New 
York Trust Co. and Edith Hale Harkness, executors of the last will 
and testament of William L. Harkness, deceased, plaintiffs in error, 
v. William H. Edwards, collector of United States internal revenue 
for the second district of New York. 
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Error to the District Court of the United States for the Southern District 
of New York. 
[November 21, 1921.] 

Mr. Justice Pirney delivered the opinion of the court: 

These two cases were argued together, turn upon like facts, and may 
be disposed of in a single opinion. They involve the legality of certain 
income taxes assessed against the plaintiff in error in the one case, and 
against the testator of plaintiffs in error in the other, under the income- 
tax provisions of the act of October 3, 1913 (ch. 16, 38 Stat., 114, 166-167), 
by reason of certain distributions of corporate stocks received by the 
respective taxpayers under the following circumstances: In and prior to 
the year 1914, the Prairie Oil & Gas Co., a corporation of the State of 
Kansas, was engaged in producing, purchasing, and selling crude petroleum, 
and transporting it through pipe lines owned by the company in the states 
of Kansas and Oklahoma, and elsewhere. At the same time the Ohio Oil 
Co., a corporation of the state of Ohio, was engaged in producing and 
manufacturing petroleum and mineral oil and transporting the same 
through pipe lines owned by it in the states of Ohio, Indiana, Illinois and 
Pennsylvania. In the month of June, 1914, it was judicially determined 
by this court (The Pipe Line Cases, 234 U. S., 548), that with respect to 
the transportation business these companies were common carriers in 
interstate commerce, subject to the act to regulate commerce as amended 
by act of June 29, 1906, (ch. 3591, 34 Stat., 584), and as such subject to 
the supervision of the interstate commerce commission. By act of Sep- 
tember 26, 1914 (ch. 311, 38 Stat., 717), the remainder of their business 
became subject to the supervision of the federal trade commission. In 
order to avoid a probable conflict of federal authority in case the combined 
business of production and transportation should continue to be carried on 
as theretofore, it was in each case, upon advice of counsel, determined that 
the pipe-line property should be owned and operated by a separate corpo- 
ration. In the case of the Ohio company an added reason for segregation 
lay in the fact that by a section of the Ohio general code its entire gross 
receipts, including those derived from business other than transportation, 
were subject to an annual assessment of 4 per cent. chargeable against the 
gross receipts of companies engaged in the transportation business. For 
these reasons, the stockholders of the Prairie Oil & Gas Co. caused a 
corporation to be organized under the laws of the state of Kansas, by the 
name of the Prairie Pipe Line Co., to which all the pipe-line property of 
the Prairie Oil & Gas Co. was transferred in consideration of the issue 
and delivery of the entire capital stock of the new company, to be dis- 
tributed pro rata to the stockholders of the Prairie Oil & Gas Co. And 
similarly, the stockholders of the Ohio Oil Co. caused a corporation to be 
formed under the laws of that state, by the name of the Illinois Pipe 
Line Co., to which all the pipe-line property of the Ohio Oil Co. was 
transferred in consideration of the issue to it of the entire capital stock 
of the new company, which was to be distributed at once by the old com- 
pany to its stockholders pro rata. These arrangements were carried out 
in like manner in both cases, except that in the case of the Kansas com- 
panies the stock of the pipe-line company was issued directly to the stock- 
holders of the oil company, whereas in the case of the Ohio companies 
the pipe-line company issued its stock to the oil company, but in the same 
resolution by which the contract was made, an immediate distribution of 
the new stock among the oil company’s stockholders was provided for, and 
in fact it was carried out. The aggregate valuation of the Prairie pipe 
lines was $27,000,000, that of the Ohio pipe lines $20,000,000, and the total 
capitalization of the respective pipe-line companies equaled these amounts. 

In each case, the oil company had a surplus in excess of the stated 
value of its pipe lines and of the par value of the total stock of the corre- 
sponding pipe-line company; so that the transfer of the pipe lines and the 
distribution of the stock received for them left the capital of the respective 
oil companies unimpaired and required no reduction in their outstanding 
issues. 
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Messrs. Rockefeller and Harkness, respectively, were holders of large 
amounts of the stock of both the Prairie and the Ohio oil companies and 
in the distributions each received an amount of stock in each of the pipe- 
line companies proportionate to his holdings in the oil companies. This 
occurred in the year 1915. Neither Mr. Rockefeller nor Mr. Harkness nor 
the latter’s executors sold any of the stock in the pipe-line companies. 


Income-tax assessments for the year 1915 were imposed upon Messrs. 
Rockefeller and Harkness, based upon the value of the stocks thus 
received as dividends; and these assessments are in question in the present 
suits, both of which were brought in the district court of the United States 
for the southern district of New York; one by the United States against 
Mr. Rockefeller, the other by the executors of Mr. Harkness against the 
collector. In each case the facts were specially pleaded so as to present 
the question whether the distribution of the stocks of the pipe-line com- 
panies among the stockholders of the oil companies constituted, under the 
circumstances, dividends within the meaning of the act of 1913, and income 
within the meaning of the sixteenth amendment. In each case a final 
judgment was rendered sustaining the assessment, and the judgments are 
brought here by direct writs of error under section 238, judicial code, 
because of the constitutional question. 


Under the facts as recited we deem it to be too plain for dispute that 
in both cases the new pipe-line company shares were in substance and effect 
distributed by the oil company to its stockholders; as much so in the case 
of the Kansas company where the new stock went directly from the pipe- 
line company to the stockholders of the oil company, as in the case of 
the Ohio company where the new stock went from the pipe-line company 
to the oil company and by it was transferred to its stockholders. Looking 
to the substance of things the difference is unessential. In each case the 
consideration moved from the oil company in its corporate capacity, the 
new company’s stock issued in exchange for it was distributed among 
the oil company’s stockholders in their individual capacity, and was a 
substantial fruit of their ownership of stock in the oil company, in effect 
a dividend out of the accumulated surplus. 


The facts are in all essentials indistinguishable from those presented 
in United States v. Phellis, decided this day. In these cases as in that, 
regarding the general effect of the entire transactions resulting from the 
combined action of the mass of stockholders, there was apparently little 
but a reorganization and financial readjustment of the affairs of the com- 
panies concerned, here a subdivision of companies, without immediate 
effect upon the personnel of the stockholders, or much difference in the 
aggregate corporate activities or properties. As in the Phellis case, the 
adoption of the new arrangements did not of itself produce any increase 
of wealth to the stockholders, since whatever was gained by each in the 
value of his new pipe-line stock was at the same moment withdrawn 
through a corresponding diminution of the value of his oil stock. Never- 
theless the new stock represented assets of the oil companies standing in 
the place of the pipe-line properties that before had constituted portions 
of their surplus assets, and it was capable of division among stockholders 
as the pipe-line properties were not. The distribution, whatever its effect 
upon the aggregate interests of the mass of stockholders, constituted in the 
case of each individual a gain in the form of actual exchangeable assets 
transferred to him from the oil company for his separate use in partial 
realization of his former indivisible and contingent interest in the cor- 
porate surplus. It was in substance and effect, not merely in form, a 
dividend of profits by the corporation, and individual income to the stock- 
holder. 

The opinion just delivered in United States v. Phellis sufficiently indi- 
cates the ground of our conclusion that the judgment in each of the present 
cases must be affirmed. 
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Mr. Justice CLARKE took no part in the consideration or decision of 
these cases. 

Mr. Justice Van Devanter and Mr. Justice McReynoxps dissent. 

‘ (T. D, 3272—January 19, 1922.) 

Income tax—Extension of time in which to file fiduciary returns (Form 
1041), and partnership and personal-service corporation returns 
(Form 1065). 

Under the authority of section 227 of the revenue act of 1921, a general 
extension of time is hereby granted up to and including May 15, 1922, 
in which to file fiduciary returns (form 1041), partnership and personal- 
service corporation returns (form 1065), and information returns cover- 
ing compensation paid to employees (forms 1099 and 1096) which may 
be required to be filed in connection with the fiduciary and partnership 
and personal-service corporation returns. This extension is granted with 
respect to the returns above mentioned which are required to be filed for 
the calendar year 1921 or for any fiscal year ending in 1921. 


(T. D. 3273—January 23, 1922.) 
Income returns—Copies of—Access to returns. 

Extension of T. D. 2962 to govern income returns made pursuant to 

Titles II and III and section 1000, Title X, of the revenue act of 1921. 

The provisions of T. D. 2962, issued under date of January 7, 1920, 
governing the furnishing of copies of income returns, the giving to state 
officials of access to income returns of corporations, associations, joint- 
stock companies and insurance companies, and the examination by a 
stockholder of the annual income returns of a corporation made pur- 
suant to titles II and III and section 1000, title X, of the revenue act 
of 1918, are, so far as applicable, hereby extended and adopted as regulations 
governing the same purposes under the similar provisions of titles II and 
III and section 1000, title X, of the revenue act of 1921. 





Frank Hormuth & Co. announces the opening of offices at 605 Matthews 
building, Milwaukee, Wisconsin. 





A. P. MacGregor and Lyle W. Hines announce the formation of a 
partnership under the firm name of MacGregor & Hines, with offices at 
406 Metropolitan Bank building, St. Paul, Minnesota. 





Gotthilf, Berkowitz & Co. announce the opening of an office in the 
Columbia building, Washington, D. C. 





Carlton George Van Emon announces the opening of an office in the 
New Davidson building, Washington, D. C. 





Robert M. Holzman announces the removal of his office to 608 Perry 
building, Philadelphia, Pennsylvania. 





L. T. Diebels and A. F. Schumacher announce the formation of a 
partnership under the firm name of Diebels & Schumacher, with offices 
at 240 Montgomery street, San Francisco, California. 





Murray Herron and A. K. Livingston announce the formation of a 
partnership under the firm name of Murray Herron & Co. with offices 
at 79 West Monroe street, Chicago, Illinois. 
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Epitep sy H. A. FINNEY 


(Note—The fact that these solutions appear in THe JourNAL oF 
AccouNTANCY should not lead the reader to assume that they are the official 
solutions of the American Institute of Accountants. They merely represent 
the personal opinion of the editor of the Students’ Department.) 


Solution of consolidated income-tax problem: The solution to the 
consolidated tax return problem (Problem 1, Part II of the American 
Institute examination) appearing on pages 128, 129 and 130 of the 
Students’ Department for February was prepared by the editor of the 
Income-tax Department and should have been credited to him. 


AMERICAN INSTITUTE OF ACCOUNTANTS 
EXAMINATION IN AUDITING 
NoveMBeR 15, 1921, 9 A.M. to 12.30 P.M. 


Answer all of the following questions: 

1. Name and describe the principal groups in which the financial trans- 
actions of a municipality are summarized in its annual statement. 

Answer. The financial condition should be shown in two balance- 
sheets, one of the general account (or current account) and one of the 
capital account. While statements are not called for they will furnish 
the best description of the items which comprise the two groups. The 
following typical statements are copied from A Handbook of Municipal 
Accounting prepared by the Bureau of Municipal Research of the Metz 
Fund. (Published by D. Appleton and Company.) 


City or New Rocue tg, N. Y. 
BALANCE-SHEET AS AT DecemBeER 31, 1910 
GENERAL ACCOUNT 





Assets 
Cask ie tank ond et BORE 2oscccsshesecccnnevsnscdeuainenee $138,295.72 
Taxes receivable, current year only .............ccceesecees 155,923.05 
Total acsote~<qpamatal SOCRURE ... ices ccc ceccccesaps teas eacen $294,218.77 
Liabilities and Surplus 

AmGibed qanchere Gey via a's ss0 <00bsescaenapnussieddecanes $ 5,000.00 
Loans in anticipation of taxes: 

pT eS Or rr $185,000.00 

Against taxes Of 1900 .............cececeues 55,000.00 

PT Ud Se er 17,000.00 

pr a SP ey ne 11,000.00 

Sh Bt OE FOB. 5 « on: vtduuiesdeadnses 10,000.00 278,000.00 
Total liabilities—general account .............++. $283,000.00 

Excess of cash over immediate demands for cash $133,295.72 

Excess of other liabilities over other assets.... 122,076.95 
Surplus of assets over liabilities—general account 11,218.77 


215 








The Journal of Accountancy 








Against this surplus are commitments as 
shown by fund balance-sheet, amounting to $140,375.05 
Leaving a deficit to be provided for amounting to 129,156.28 


Total liabilities and surplus—general account.... $294,218.77 


City or New Rocue te, N. Y. 
BALANCE-SHEET AS AT DECEMBER 31, 1910 
CAPITAL ACCOUNT 


Assets 
 AvetcGabaiddwana «> ides MawemhalWwcals wid ceedne ns uae s $279,304.79 
Assessments receivable: 

ah PTs ee i etinameatier 4 Se ae ie ere 9 oa $ 37,886.67 

ork a, cat ac aus + aealalp ak ebuilak amin sas bo 61,932.54 

EE cas SCAie pind sncenctoewnalpaneswahs tee 31,297.23 131,116.44 
Te ee Te Pee 91,866.43 


Lands, buildings, equipment and other permanent improvements 2,588,346.82 


Total assets—capital account .............. ce. ccc eee eee eee ss $3,090,634.48 


Liabilities and Surplus 


RE CUNR BEE 6.5.5 ie 6 5s Koen AA 0 dR ae das $ 3,000.00 
Certificates of indebtedness issued for: 

Sidewalk improvements ..................045 $100,000.00 

ED TO 55's kn d ccs a bo ov he she's 93,062.20 

Street paving improvements ................. 37,000.00 230,062.20 
Certificates of indebtedness issued for construction 26,252.82 
ie ihn c8078 Kade mtb es duasnensiwenee 2,499,658.46 

mee Cee Geek ene ik nein cissicccacivcs 78,267.80  2,421,390.66 


Surplus—Cash over immediate demands for cash $276,304.79 
Surplus—Properties and other assets over certifi- 
cates of indebtedness and net funded debt.. 133,624.01 


"Rebel curpleh—chpiie. BOCRUNE conn i kc cas cv cccccvesvesses 409,928.80 
Total liabilities and surplus—capital account ................ $3,090,634.48 


The general account balance-sheet shows the financial condition result- 
ing from transactions relating to current revenues and expenses. The 
capital account balance-sheet shows the financial condition resulting from 
transactions relating to assessments and outlays for permanent improvements. 


2. In auditing the books of the Moving Picture Producing Company 
you find the total balance due from customers as shown by the con- 
trolling account in the general ledger is less than half the total debit 
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balances shown by the list you have taken from the customers’ ledger. 
bites does this indicate? How should the facts be shown on the balance- 
sheet? 

Answer. A few clerical errors could scarcely account for a discrepancy 
so large as to make the balance of the controlling account scarcely half 
the total of the debit balances of the subsidiary ledger. The trouble 
probably arises from a total failure on the bookkeeper’s part to realize 
the relation which should exist between the controlling account and the 
subsidary ledger. If he did not realize this relation he might make 
entries in the subsidiary ledger independently of the controlling account. 
For instance, contract totals may be entered in the customers’ accounts, 
while current billings are charged to the controlling account and also to 
the subsidiary ledger. Or detailed postings may be made in the subsidiary 
ledger without posting the column totals of the books of original entry 
to the controlling account. 

The question states that the balance of the controlling account is less 
than half the total debit balances of the subsidiary ledger; this raises the 
possibility that there may be credit balances in the subsidiary ledger, the 
offsetting of which wouid bring the net balance of the subsidiary ledger 
into agreement with the controlling account. If the credit balances repre- 
sent deposits, they should be separately accounted for. 

The controlling account should be brought into agreement with the 
subsidiary ledger before the preparation of the balance-sheet. It might 
seem permissible to waive this if the individual balances of the subsidiary 
ledger can be verified, but it would be dangerous to do so, for the verifi- 
cation of the subsidiary ledger would indicate errors in the controlling 
account with a presumption of correlative errors in other accounts in the 
general ledger. 


3. What are the principal objects for which auditors’ working-sheets 
are made and preserved? 


Answer. Auditors’ working papers are prepared to provide him with 
a record of the work done, the accounts analyzed and verified, and the 
errors located and corrected. They also provide the information essential 
for the preparation of the statements and the comments which comprise 
the report. 

The working papers are preserved so that the auditor will have a 
permanent record of the work done and the reasons for the conclusions 
which he stated in his report. This information will be cf value if the 
auditor is called upon to defend his report, and the working papers of 
past audits will serve as a guide to the work to be done in subsequent audits. 


4. Entering upon the audit of the A. B. C. Co. you are handed the 
general books of account. You learn that the company has several de- 
partments and practically owns several subsidiary companies. State what 
influence this knowledge would have upon you in respect to proving the 
accuracy of the trial balance given to you, and what steps you would take, 
and why. 

Answer. Two important questions arise in the audit of a business 
with departments. One is the basis of the distribution of overhead among 
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the departments, and the other is the effect of inter-departmental profits 
added to goods transferred from one department to another and remaining 
in the inventory at the end of the period. The auditor, in dealing with 
the first of these questions, should satisfy himself that the overhead has 
been distributed on an equitable basis; otherwise, false conclusions may 
be reached as to the relative profitableness of the several departments. 
The point is particularly important when managers and other employees 
share in the profits of their respective departments. As to the second 
point, he must assure himself that the inventories do not contain unrealized 
profits which have been added by one department when transferring goods 
to or rendering services for another department. 

Since the company practically owns a number of subsidiary companies, 
the auditor should recommend the preparation of a consolidated balance- 
sheet as the best way of dealing with inter-company receivables and pay- 
ables, inter-company profits in inventories and construction, and subsidiary 
profits and losses. A balance-sheet of the holding company alone will not 
reflect the true condition of the holding company because it will show 
the investment and advances account instead of the net assets which these 
accounts represent, and because the holding company’s surplus account 
may include dividends received from the subsidiary instead of the true 
proportion of the subsidiary’s profit or loss since acquisition. Of course 
an audit of the subsidiaries’ accounts is a prerequisite to the certifying 
of a consolidated balance-sheet. 


5. State what you conceive to be the legal duties, responsibilities and 
liabilities of the professional auditor. 

Answer. The duties and liabilities of accountants are not specifically 
defined in the United States by statute nor by court decisions. The 
common law provisions may be stated somewhat as follows: The auditor 
is liable if he does not disclose essential facts known to him, and he 
is held responsible for the ascertainment of such facts if they could 
have been discovered by an auditor exercising ordinary diligence and skill. 
Since tests, as distinguished from detailed checking of all entries, are 
customary among skilful and diligent members of the profession, the 
auditor would not be liable for the failure to discover irregularities if 
he made the customary tests. Of course when fraud is suspected tests 
would not be considered sufficient. The auditor’s relation with his client 
is a confidential one and he may be held liable for any unwarranted dis- 
closure of information obtained in the exercise of his duties. The account- 
ant does not, however, enjoy the attorney's privilege of refusing to testify 
in court when the testimony involves confidential information obtained 
professionally. 


6. Describe a good method of keeping a detailed record of 
(a) Salaries paid 
(b) Wages paid 
Answer. A card file or list should be kept by the secretary or some 
other officer, showing the names of all employees on salary, the nature 
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of their duties and the amount of the monthly or weekly salary. This 
file or list will furnish the information for making up the salary payroll, 
which should show the salary for the month, the advances drawn by the 
employees, and the amount still due. The successive payrolls for salaries 
should be filed together where they will be readily accessible to support 
the vouchers for salary checks. 

As to wages, presumably in a factory, the job time tickets filled out 
by the workmen and approved by the foreman should be turned over to 
the time-keeper. Each day the timekeeper should enter on the weekly 
payroll the hours or pieces for the day for each employee. The total 
hours or pieces of all workmen for the day should be proved by com- 
parison with the cost clerk’s total daily charges of labor to jobs. The 
weekly payroll lists prepared by the time-keeper should be sent to the 
accounting office where the total hours or pieces for each workman should 
be re-computed and the week’s wages computed, or re-computed if the 
work has already been done by the time-keeper. The payroll as thus 
prepared and checked will then furnish the information for the voucher 
which should be handed to the cashier. After the payroll check has been 
cashed the envelopes should be made up by someone not hitherto engaged 
in any of the work connected with preparing the payroll, and the wages 
should be paid to the workmen by still another person. This method 
requires the services of enough people to necessitate extensive collusion 
to accomplish fraud. 


7. State what particular matters should be ascertained and verified in 

auditing the revenue and expense accounts of 
(a) Shipping companies 
(b) Taxicab companies 

Answer. (a) The items of income peculiar to shipping companies are 
freight and passenger earnings and revenue from carrying mail and ex- 
press. Various risks covering cargo damages, laying-up of vessels, etc., 
are covered by insurance and the collection of such insurance should be 
verified. The question of unearned income becomes important when there 
are uncompleted voyages at the end of the accounting period. 

In addition to ordinary expenses for material and labor there are items 
of maintenance which may have been capitalized, and depreciation may 
have been ignored. If vessels are rented the contracts with the owners 
should be examined to ascertain the elements of expense from rentals. 

The question asks only for particular matters and does not ask for the 
procedure in verifying them. 

(b) The principal income of a taxicab company is of course the earning 
from fares. The principal items of expense are drivers’ salaries or com- 
missions, maintenance and depreciation of garage and cars, oil and gasoline, 
licenses, instruction, insurance and damages. 


8. One of the larger church denominations in the United States now 
requires the annual statements of its parishes to be audited by a certified 
public accountant. Bearing in mind that in the majority of parishes the 
church treasurer is custodian of all the church funds, disburses them 
practically at will and keeps the church books himself. how would you 
proceed to audit his annual report? 
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Answer. The three chief sources of income of churches are contri- 
butions of members on pledges, loose collection and income from endow- 
ments. Where the pledge system is in operation personal accounts are 
kept with members, who are charged with their pledges and credited with 
the payments. This furnishes some check on the collections. The loose 
collection not on pledges is impossible of verification, but in some churches 
a financial secretary acts with the treasurer. The secretary counts the 
collection and keeps the members’ accounts and turns the money over to 
the treasurer. With such a system in operation, collusion would be neces- 
sary to take the proceeds of pledges but not the loose collections unless 
the secretary and the treasurer count the collection together. 


The treasurer should have vouchers for his disbursements, and it is 
customary for him to render reports at the regular monthly meeting of 
the officials of the church. 

If pledges instead of actual cash collections are treated as income, 
liberal provision should be made for loss on pledges in arrears. 


If the church owns endowment funds, a schedule of the property 
should be drawn up and the treasurer’s accounts examined to see that he 
has accounted for the income which the funds have produced. In many 
cases property is given to a church by a member under an agreement that 
the church shall pay him an annuity until his death. Under such circum- 
stances there will of course be an offset against the income. 


9. State in detail how you would proceed to audit the accounts of a bank. 


Answer. Count all cash, being careful to prevent duplication. 

Inspect and list all stock and bond security holdings. 

Inspect and list all time and demand notes held, and verify by 
correspondence with borrowers. 

Inspect and list securities held as collateral. 

Inspect clearing house items and obtain verification from clearing house 
to detect unpaid items. 

Reconcile correspondents’ accounts including the Federal Reserve bank 
and rediscounts. 

Agree detail of depositors’ accounts, certified checks and certificates of 
deposit with respective controlling accounts. 

Verify the outstanding capital stock. 

Verify the collection of income on securities owned and see that proper 
provision has been made for unearned discount on loans. 

In connection with the verification of the profits of the bond depart- 
ment examine the valuation of unsold securities at the end of the period. 

Verify the expenses. 





10. In what circumstances should paid cheques be treated as vouchers? 
Are cheques always proper and sufficient vouchers for purchases? Give 
reasons. 


Answer. A paid cheque is an adequate voucher only in case it bears 
evidence on its face or back of the purpose for which it was issued. 
This is usually the case with payroll cheques. If there is no evidence 


220 














Students’ Department 








on the cheque itself of the purpose for which it was issued, the cheque 
merely shows that money has been spent, but it does not show that the 
concern received value for it. Therefore the auditor should examine the 
invoices and other documents supporting the cheques. Even a voucher 
cheque unsupported by an invoice is not a thoroughly adequate voucher. 
To illustrate, several cheques payable to a garage were found in an audit. 
The vouchers were authorized by the general manager and purported to 
represent disbursements for repairs and other service in connection with 
the delivery equipment. Some of the vouchers were supported by bills 
while others were not. Requests for duplicates of the missing bills 
brought out the fact that they represented charges for services on the 
general manager’s own car. The same possibility of fraud in connection 
with payments charged to purchases makes it important for the auditor 
to require supporting invoices for all paid cheques. 


RETURNED PURCHASES AND CAsH DiIscouNT 


Editor, Students’ Department: 

Str: Will you kindly give me your opinion upon the following: 

Our account with a wholesaler was balanced, or in other words we 
owed them nothing. We returned merchandise to the value of $15.00. 
This was acknowledged by a credit memorandum issued by the whole- 
saler, dated November 26th. The account then stood upon their books 
showing us with a credit balance of $15.00. On December 5th we pur- 
chased merchandise from them to the amount of $22.54. It is their 
custom to allow 2% cash discount on all invoices paid within 30 days 
from date of invoice. We took discount on the entire amount of $22.54. 
They maintain that the only portion upon which we were entitled to 
cash discount was the amount, still unpaid, of $7.54. The writer is per- 
fectly sure of his contention but seeks your opinion to support it. 


Very truly yours, 
Miles City, Montana. | Me eS 


It would seem that strict equity would make it necessary to know how 
the previous invoice was paid. If the discount was taken on this invoice 
the $15.00 credit for goods returned represents $14.70 for cash and $.30 
for discount already allowed to you. If this is the case the wholesaler 
is right for you have already been allowed one cash discount of 2%. 
Cash discount is allowed for cash, not for returned merchandise. If you 
carried your theory to its logical conclusion you could purchase $100.00 
worth of goods, return $98.00 worth of them in settlement of your bill 
and keep $2.00 worth of them. If you were able to do this often enough 
and in large enough quantities you could purchase all the goods you need 
for nothing and make a fortune by taking cash discounts without using 
any cash. 


WEIGHT SHRINKAGE IN PROCESS 


Editor, Students’ Department: 
Sir: Will you kindly answer the following through the columns of 
THE JouRNAL: 


(1) Is the statement annexed hereto correct for use with a coffee 
roasting plant? If not, wherein is it incorrect, and what would be correct? 
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STATEMENT OF MANUFACTURING Cost oF ROASTING COFFEE 
SHOWING SHRINKAGE DurING Process or ROASTING 


Pounds Aver.cents Amount 











per pound 

Inventory green coffee first of year .......... 32,760 13883 $4,426.88 
Plus purchases of green coffee during year.. 24,609 12230 3,009.86 
Green coffee to be accounted for ........ wee. 5,369 12963 $7,436.74 
Less inventory green coffee end of year ..... 30,483 13110 4,296.39 
Amount put in process of roasting .......... 26,886 11680 $3,140.35 
Plus inventory roasted coffee first of year... 3,415 10382 354.55 

30,301 11534 $3,494.90 
Less inventory roasted coffee end of year .... 4,476 11759 525.37 





Total produced, should be net cost coffee sold 25,825 11498 $2,969.53 
Less shrinkage during process of roasting 











(carried to manufacturing expenses).... 4,676 12187 569.87 
Cost of roasted coffee sold ................. 21,149 11347 $2,399.66 
Plus manufacturing expenses: 

Boxes, bags, paper, twine, tape, etc. ...... 001765 $ 37.32 

Depreciation machinery ................. .004836 102.28 

Ce MND SID i acs pw bdececaees .002713 57.38 

Maintenance and repairs ................. .000776 16.40 

I re ods cnn cg cntieeh aes .000008 15 

Power, electric for roaster .............. .000868 18.36 

Salaries and wages, to roaster crew ...... .005768 122.00 

Shrinkage during process of roasting 

EE on, Uvcsegaldkrecadesest- 026945 569.87 

MEH as Sadia Ass Cieehk das nba hse aeapre .000141 3.00 








21,149 043820 $ 926.76 








Manufacturing cost of coffee roasted and sold 21,149 15729 $3,326.42 














(2) In taking a physical inventory at the end of an accounting period 
should the loss in value due to shrinkage in weight during the process of 
roasting be added to the price of roasted coffee inventoried? For instance: 
the inventory of roasted coffee at end of year amounts to 4,476 pounds 
valued at invoice price $525.37; to add the value in loss due to shrinkage 
say of 15% would be 4,476 pounds valued at invoice price plus loss in 
weight due to shrinkage during process of roasting, $525.37 plus $92.71 
equals $618.08, value of 4,476 pounds. 

Very truly yours, 


Greenville, South Carolina. W. M. F. 


The first thing which should be done is to determine whether the total 
shrinkage took place in roasting, or part of it in roasting and part in 
inaccurate weight of sales. The coffee should be weighed after roasting 
to determine the total weight of roasted coffee obtained. The cost per 
pound of roasted coffee can then be computed as follows: 
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26,886 pounds put into process of roasting .................- $3,140.35 
Add manufacturing expenses: 
of ERE ererrr re Ty $926.76 
Less shrinkage item in schedule ......... 569.87 356.89 
WOO ooan sc cctbinennss cates sack $3,497.24 


4,676 pounds shinkage (assuming that total loss oc- 
curred in roasting and none in over-weight 
— sales) 
22,210 pounds roasted coffee obtained. 








Then $3,497.24 + 22,210 = $.1575 cost per pound of roasted coffee. 
The inventory should be valued at $.1575 x 4,476, or $704.97. 


PARTNERSHIP INTEREST ADJUSTMENTS 


Editor, Students’ Department: 

Sir: Ina recent examination this question was asked: 

E, F and G are equal partners, each having subscribed 5,000 dollars 
to the partnership. E pays in 3,000 dollars, having 2,000 dollars still 
due to the partnership on his capital account. It is agreed that for the 
present this 2,000 dollars can remain unpaid provided E pays interest 
on it, which he does. Later a dispute arises as to how this interest 
should be credited. E claims that it should be included with the other 
earnings of the business and be divided equally among the three partners. 
F and G claim that this interest should be divided between them only, 
as they have fully lived up to their obligations under the partnership 
agreement, while E has only partially done so. To what account should 
the interest on the deferred payment be credited? 

The answer given was that the interest should be divided between 
F and G and the reasons therefor were stated. This answer, however, 
was marked wrong, receiving no credit. In view of this I would be 
pleased to receive your opinion regarding its correctness. The following 
argument is given to support the answer given above. 

First—from business standpoint—the partners did not agree in advance 
how the interest was to be credited. erefore there is no agreement 
to go by. As the partners are the ones interested and the ones to decide 
any issue that may arise and they are in this case all equal partners, 
it would appear that the majority vote (in this case two to one) except 
where a fraud was perpetrated or a great injustice would result therefrom 
(which is not the case here) would decide to which account the interest 
should be credited. 

Second—from accounting standpoint—the company made no loan to E 
on which interest is to be paid as no funds have been paid out by the 
company. Assume that the company made a profit for the year of 
3,000 dollars. eliminating the interest paid by E for the time being. Each 
partner would receive 1,000 dollars as his share of the profits. This 
would give F and G a return on their invested capital equal to 20% 
and a return to E on his invested capital equal to 334%. ere we have 
a situation where one partner receives a greater return from the partner- 
ship than his fellow partners while his investment is considerably less 
and they are by agreement all equal partners. If the interest paid by E 
is divided among the three partners, this procedure would again favor E 
as he would be returned part of the interest on his 2,000 dollars and 
would alter the ratio of return on investment slightly. 

Is it not proper to assume that if E had paid in the additional 
2,000 dollars this investment would also have earned additional profit 
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in the same ratio as the 13,000 dollars already invested? If so, two- 
thirds of this profit has been kept from the other partners because of this. 
Or if F and G had each withheld 2,000 dollars the profits would have 
been reduced and the three partners would have received the same return 
on their investments. Would it not therefore appear that E’s debt was 
a personal one to F and G rather than to the company and the interest 
should be divided between F and G only? In the case of a corporation, 
interest paid by delinquent subscribers is credited to the income account 
but in most all cases the delinquent subscribers do not receive dividends 
until they have paid their subscriptions in full. In the above case, there- 
fore, it would appear that if the interest paid by E is to be divided 
between the three partners, E’s portion of the profits should have been 
reduced to give him the same return on his investment as received by 
the other partners. This would make the accounting for the distribution 
of profits similar for both corporations and partnerships. However, in 
this problem E has received an equal share of profits and it would appear 
that the interest should be divided equally between F and G. 


New London, Connecticut. STUDENT. 


E was correct in his contention and you are wrong in yours. The 
interest should be included with the other profits and income and be 
divided equally among E, F and G. This can be shown in two ways. 

In the first place, E has not agreed to pay $2,000 to F and G, but to 
the partnership of which he is a member. Failing to make the payment 
of his full capital contribution to the partnership, he pays interest to 
the partnership. In other words (and this is the point which must be 
remembered in deciding this and similar questions), E is acting in two 
capacities: as an individual debtor of the partnership paying interest on 
an obligation, and in the second place as a partner entitled to receive 
one-third of all of the income of the partnership. Therefore, as a partner, 
he is entitled to his share of the interest which he pays as a debtor, just 
as he would be entitled to receive his share of the interest paid by 
anyone else. 

In the second place, E has agreed to contribute $5,000 of assets to 
the partnership; he contributes $3,000 in cash and $2,000 in an interest- 
bearing obligation. He is entitled to his third of the income from the 
$2,000 as well as from the $3,000. 

The reasons you give in support of your position are not logical. Your 
first reason merely means that you think F and G can compel E to 
take what they give him, right or wrong. Suppose that a partnership is 
formed without a definite agreement as to the sharing of profits; the law 
states that the profits shall be shared equally. You might as well contend 
that two partners could come to an agreement among themselves as to 
what they will allow the third. The law provides otherwise, just as the 
law provides that interest on money loaned by the partnership is an 
earning of the partnership instead of an earning of one or two of the 
partners. 


The second reason, that the rates of earning on investment will vary 
among the partners, has nothing to do with the case. F and G should 
have realized that the rates would be different when they made the 
agreement. In order to share profits equally it is not essential that partners 
contribute equal amounts of cash. 
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The third reason is not conclusive either. If three men organized a 
corporation and two paid for their stock while the third gave an interest- 
bearing note for his, they might agree that the third man should receive 
no dividends until his stock had been paid for in full, or they might let 
him have his dividends. But that is beside the point. The essential thing 
is that this third man owes interest to the corporation and not to the other 
stockholders. 


INTEREST AND CONSTRUCTION CosT 
Sussip1ary Losses AND LOANS 


Editor, Students’ Department: 

Sir: Will you kindly answer the following problems? 

(1) A corporation is formed to engage in manufacturing. Pending the 
sale of unwritten capital stock, money is borrowed for the erection and 
equipment of plant. How should the interest on this loan be treated in 
the books of account? 

(2) Holding company A owns 80 per cent. of the stock of Company B. 
Company B loses $50,000.00 in a year’s operation. Holding Company A 
loans Company B $50,000.00 and takes its notes for the amount. ow 
would the whole transaction appear in holding company A’s books and 
in its balance-sheet, and profit-and-loss account? 

Yours truly, 


Philadelphia, Pennsylvania. Ci Z. 


(1) While it is perhaps difficult to justify the procedure on the basis 
of principle, it is customary to capitalize interest actually paid or accrued 
on money borrowed for construction. The charge should be limited to 
the interest applicable to the construction period. Accountants sanction 
this custom, and would permit the interest in this case to be charged to 
the plant. 

(2) This question raises the point as to whether the holding company 
should take up 80% of the subsidiary’s loss or all of it. In this connection 
Mr. Montgomery* says: 

“If a profit is shown, the amount to be included as the share of the 
holding company is the proportion the stock, owned by the holding com- 
pany, bears to the total capital outstanding. It must be assumed that the 
minority stockholders will eventually receive through dividends their 
share of the profits. 

“If a loss is shown, and if losses form the chronic condition of the 
subsidiary, it may as well be recognized that the holding company must 
assume all of them. This, of course, applies only to those cases in which 
a subsidiary company is so largely owned by the holding company that 
the minority interest cannot be depended upon to advance its share of 
the funds necessary to take care of the loss. 

“The holding company may carry these advances as an asset, but the 
auditor should place such a value upon these items as the facts warrant, 
and it is reasonably certain that the final result will be to include all of 
the loss in the consolidated income account, although something less than 
100 per cent. of the stock of the subsidiary is owned.” 





* Auditing Theory and Practice, Volume I, Robert H. Montgomery, 1922, page 350. 
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This statement probably expresses the prevailing opinion of accountants 
and in accordance therewith it would appear that the $50,000 loss of 
Company B should be taken up on Company A’s books by a debit of 
$50,000 to profit and loss and a corresponding credit to the investment 
account of stock in Company B. Perhaps a reserve would also be set up 
against the advances account. 

The editor of this department is not entirely convinced, however, that 
it is obligatory for the holding company to take up the entire loss; in fact 
it seems more than probable that a secret reserve is created by doing so. 
While it is true that the subsidiary may be so essential a part of the 
organization that the holding company will consider it expedient to retain 
its ownership of the stock in spite of losses, and make advances to the 
subsidiary to supply the deficiency of its working capital and enable it to 
pay its current liabilities, it seems clear that subsidiary losses decrease the 
value of all of the subsidiary stock, that owned by the minority as well 
as that owned by the holding company. The situation is not unlike a 
partnership in which one of the partners owns a 90% interest and the 
other a 10% interest, profits and losses being shared in the capital ratio. 
The partnership may be engaged in some business providing materials to 
or furnishing services for some other business owned by the 90% man 
so that he must keep the partnership business in existence even though 
it continually loses money, and it is necessary for him to continually 
make advances to it. Until the original capital of the two men is ex- 
hausted the 10% man must bear his share of the loss. After the original 
capital is all wiped out, the 90% man may take over the business in 
settlement of his advances, and thereafter he will have to bear all of 
the loss. But it is difficult to see why he should assume 100% of the 
loss as long as he has a partner. The 10% man should bear his loss up 
to the extent of his capital, even though he may be unable to supply 
funds in addition to his capital. 

Similarly with a holding company and a subsidiary. Assume that the 
subsidiary starts out with the following financial condition: 

BALANCE-SHEET OF SUBSIDIARY 
ING is vais deeee’s $100,000 Capetal G00 osc iccccas $100,000 
The holding company owns 80% of the stock. The subsidiary continually 
loses money and the holding company continually makes advances, until 
all of the capital has been lost, and the condition is as follows: 
BALANCE-SHEET OF SUBSIDIARY 


NOs inc seueewee $100,000 Caeitel stot .....:.55. $100,000 
BE eee cedars ce 100,000 Advances from holding 
CNN ininsiicicnne 100,000 


The holding company may now take over the net assets of the subsidiary 
in settlement for its advances. It has lost the $80,000 invested in the 
subsidiary stock and the minority stockholders have lost $20,000. From 
now on the holding company will have to take up 100% of the losses 
of the subsidiary but it is hard to see why it should have taken up all 
of the past $100,000 loss unless it intended to pay off the minority stock- 
holders at par when the subsidiary reached the condition shown in the 
second balance-sheet. 
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It may be contended that some provision should be made for the 
loss of the advances since the subsidiary is continually losing money and 
the advances are pretty sure to go the way the original investment went. 
But before this contention can be granted it must be remembered that 
the holding company is making the advances to keep the subsidiary in 
existence since its operations, at an apparently unavoidable loss, are essen- 
tial to the operation of the holding company at a profit. In other words, 
each year’s operating loss of the subsidiary is virtually an operating 
expense of the holding company. In the years during which the subsidiary 
was piling up a deficit equal to its capital stock the holding company’s 
expense was 80% of the subsidiary’s losses. After the capital furnished 
by the minority interest has been exhausted, the holding company’s expense 
for the subsidiary’s services will be 100% of the loss. 

If, at the time of preparing the second balance-sheet shown above, the 
subsidiary has taken up all of its losses, the net assets of $100,000 are 
really worth that amount, and in taking them over in payment for its 
advances the holding company is fully paid for the advances. Up to date 
the advances have not been lost. It is true that they are pretty sure 
to be lost, and if the subsidiary losses were not incidental to the production 
of holding company profits there would be good reason for providing in 
advance for the possible future loss. But it seems a reasonable position 
to take that since the advances are still represented by good assets they 
can properly be carried at full value. At the worst they are in a sense 
deferred charges against future operations. 

Returning to the question asked in C. D. Z’s letter, this department 
would take up 80% of the subsidiary’s loss for the year, and carry the 
advances of $50,000 as an asset. The letter does not ask for the effect 
of the transactions on the consolidated balance-sheet, but it may be added 
that the advances account on the holding company’s books would be offset 
against the reciprocal account on the subsidiary’s books, and the minority’s 
interest would be reduced by its 20% of the year’s loss. 


EXTINGUISHING Stock Discount 
CoMMON AND PREFERRED STOCK INTEREST IN SURPLUS 


Editor, Students’ Department: 
Sir: I should like your answer to the following questions: 


(1) What formal procedure is necessary to extinguish discount on 
stock, so as to avoid the legal liability? Is a mere accumulation of 
surplus deemed sufficient to make the stock fully paid? 

(2) To whom does corporate surplus belong, common or preferred? 
Do the following considerations have any influence on the answer? 

a. Cumulative or non-cumulative. 
b. Participating or non-participating. 
c. No par value or par. 

Minneapolis, Minnesota. RA. 

(1) If at a time when the corporation had a surplus equal to the stock 
discount the directors authorize the writing off of the stock discount 
against the surplus, the action would probably relieve the stockholders 
from liability. The surplus might have been used for a division of cash 
among the stockholders; instead, it was used as an offset against the 
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discount. This is virtually equivalent to a payment of a dividend and a 
return of the money by the stockholders to the corporation in payment 
of the discount. 

As a practical matter such formal action would undoubtedly be neces- 
sary, and it would have to have been taken at a time when the directors 
could have paid a dividend without jeopardizing the rights of the creditors. 
If the question of liability for discount arises, it will be because the cred- 
itors cannot be paid in full. The inability to pay the creditors will be 
due to the fact that losses have occurred which have wiped out the capital. 
This means that the surplus (which existed at a former time and might 
have been used then to formally extinguish the discount, but was not so 
used) has disappeared and it is too late to make the offset. 

(2) As a general rule it may be stated that all classes of stock have 
the same rights except as differentiation is made by the terms of the stock 
issues. That is to say, basically the common and preferred share pro-rata 
in the surplus. The provisions of the preferred stock issue may take 
away from the preferred stock some of these basic rights (for instance, 
the preferred stock may be made non-participating) or may give the pre- 
ferred stock certain rights in addition to the basic rights which will be 
retained by the common stock (for instance, the preferred stock may be 
made cumulative). 

(a) If the preferred stock is cumulative it may have more than a 
pro-rata share in the surplus because of the fact that there are dividends 
in arrears which must be paid to the preferred stockholders before the 
common stockholders can share in the surplus. If all dividends have been 
paid on the preferred stock, the cumulative or non-cumulative status of 
the preferred stock is immaterial. 

(b) On the theory that all classes of stock have the same basic rights 
unless certain of them are specifically taken away, preferred stock is 
participating unless definitely stated to be non-participating. That is, it 
has the basic right to share pro-rata with the common stock in all divi- 
dends, and hence in the surplus, unless this right has been taken away by 
making the stock non-participating. 

To summarize, it may be stated that the surplus belongs proportionately 
to the common and preferred stock, unless the preferred has special 
interests by reason of the stock being cumulative with dividends in arrears; 
or unless the preferred has less than a proportionate interest by reason 
of the stock being non-participating. 

(c) I do not see how the fact that the stock has or has not a par 
value would have any effect on the division of the surplus between the 
classes of stock. The important consideration is the relative interests of 
the two classes of stock. Having determined the interest of each class 
in the surplus, the interest of each share would be stated as a per cent. 
of par if the stock has a par value, or as a certain number of dollars per 
share if the stock has no par value. 


VALUATION OF TREASURY STOCK 


Editor, Students’ Department: 
Srr: In a recent dispute between two accountants, the question arose 
whether treasury stock received either by purchase or donation to a 
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corporation should be treated as an asset or a deduction from the capital 
stock outstanding on the balance-sheet. Would you be good enough to 
send me your opinion in this matter? 

At the same time I would appreciate it if you would render me an 
opinion as to how dividends on treasury stock should be treated in the 


balance-sheet. 


New York. 


Both parties to the dispute could probably quote good authority in 
support of their conflicting viewpoints. 

It is the opinion of this department that treasury stock, no matter how 
acquired nor at what price, should be carried on the books at par and be 
deducted from the capital stock on the balance-sheet, thus showing the 
par of the stock outstanding. As long as the stock is in the treasury 
it is not outstanding, and this fact should be shown on the balance-sheet 
by the deduction of the treasury stock. 

There should be no dividends on treasury stock. The purpose of a 
dividend is to make a division of assets among the stockholders. No one 
owns the treasury stock and hence there is no one to whom to pay the 
dividend. Dividends should be declared only on the stock outstanding. 


Very truly yours, 
B. R. 


LEASEHOLDS 
Editor, Students’ Department: 

Sir: A problem in valuation of a leasehold has been presented to me, 
upon which I seek advice. 

An individual in 1910 purchased a leasehold for twenty years upon 
property situated in the state of Illinois, for a certain amount. He formed 
a corporation for the purpose of operating same and valued the leasehold 
at $100,000, representing twenty years’ net profits at an estimated average 
of $5,000 per annum, and issued capital stock accordingly. 


To my mind this valuation is not conservative. It is based upon 
anticipated profits which may or may not materialize. Inasmuch as the 
individual who purchased the leasehold owns practically all of the capital 
stock of the corporation, it is my contention that the corporation should 
have issued stock to the amount of the fair market value of the leasehold. 

On the other hand, admitting that the leasehold is worth much more 
than it cost, would it not have been proper to set up this valuation at the 
present worth in 1910 of the estimated profits for twenty years? 

Very truly, 


Newark, New Jersey. Swney Kern. 


There seems to be no question that the valuation of the leasehold at 
$100,000, the product of twenty years’ rentals at $5,000 per annum, is 
excessive. With the leasehold on the books at $100,000 and with twenty 
years in which to write it off, an equal annual write-off of $5,000 would 
exhaust the entire $5,000 credit for rent received and leave nothing for 
dividends. If the capital is not to be depleted by dividends the leasehold 
must be amortized. Of course if a sinking fund is created annual instal- 
ments of less than $5,000 will suffice for the creation of a fund of 
$100,000 in twenty years because of the compound interest accretions. But 
even so it would certainly have been more conservative to value the lease- 
hold at the present value, on a reasonable interest basis, of the rents 
to be received. 
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ESSENTIALS OF INDUSTRIAL COSTING, by Georce S. ArMstronc. 

D. Appleton & Company, New York. 297 pp. 

In this book the author makes no claim to originality but aims rather 
to combine theory and practice in a way so as to be easily comprehended 
and applied. 

A comprehensive description is given of the books and forms used and, 
while many cost accountants will be familiar with the majority of these 
forms, those not so familiar with cost accounting should find some new 
ideas in this part of the work. 

Material and labor are treated in separate chapters, with an explanation 
of the relation each bears to the final cost and of the method of collecting 
these elements of expense and finally bringing them into the finished cost 
statement. 

Under expense various items of expense are discussed, together with 
the method of distribution. A number of expense statements are illus- 
trated showing how the expense is brought together and how the distri- 
bution is proven to be in agreement with the total expense as first obtained. 

The tables of horsepower requirements, steam consumption and annual 
cost per horsepower are interesting and informing. Most cost accountants 
will recognize that the figures furnished are illustrative merely and are 
not intended for use in working up cost figures. Nevertheless these state- 
ments illustrate how these expenses should be handled and furnish figures 
which will serve as a guide in many cases. 

The connection with the general books is shown, together with illus- 
trations of the final statements. Special emphasis is laid on the import- 
ance of control by the accounting records. While this is a feature the 
importance of which is receiving more recognition than formerly, there 
are yet many instances where proper control is not maintained and where 
much could be gained by following the suggestions in this part of the book. 

C. B. WILLIaMs. 


NEW YORK LAWS AFFECTING BUSINESS CORPORATIONS, 
revised to July 1, 1921; edited by J. B. R. Smitn. United States 
Corporation Company, 1921, New York and Albany. xxxii + 248 pp. 
This is a second edition of the New York Laws Affecting Business 

Corporations and contains all the amendments of the legislative session 

which adjourned April 16, 1921. The purpose of the publication is to 

present in readily usable form the law as it stands, without comment, and, 
by annual revision, to give to attorneys and to others who are interested 
all of the valid statutes under one cover and at a minimum price. 

The publication includes the business corporations law, the general 
corporation law, the stock corporation law, and the sections of the tax 
law applicable thereto, including the stock transfer tax act, the uniform 
stock transfer act, the blue sky laws, the legal recording and filing fees, 
provisions and other legal enactments of vital importance to the accountant, 
the corporation official and the attorney. 
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In the pages preceding the main portion of the book there is a 
synoptic analysis or digest of the several laws. In this digest the law is 
presented by topics, such as merger and consolidation of corporations, 
stock, capital and capital stock, etc., in which the sections of the several 
laws relating to these topics are referred to. This digest increases appre- 
ciably the value of the publication to those who are not overly familiar 
with the technicalities of law. 

Some of the more important 1921 amendments covered by these laws 
relate to the blue sky measure, the change of the basis of assessment on 
non-par-value shares, the increase in filing fees, the provision that public 
service corporations may now issue shares without par value and the 
changes in the non-par-value share provisions. Under the 1921 statutes 
it is possible, under certain conditions, to issue non-par-value shares with 
a declared value of less than $5.00 per share. 

The publication is well indexed and well printed. It is of convenient 
size for ready reference, and in the correlation of these much used 
statutes it should find a ready welcome by all who are brought continually 
into contact with these matters. J. Hue Jackson. 





Schwartz & Okoshken announce the removal of their offices to 
235 Fifth avenue, New York. 





C. O. Huntington announces the opening of an office at 99 Chauncy 
street, Boston, Massachusetts. 





Bernard Metal, S. L. Randall and H. E. Van Cleef announce the con- 
solidation of their practices under the firm name of Metal, Randall & 
Van Cleef with offices at 111 North Dearborn street, Chicago, Illinois. 





J. H. Saypol & Co. announce the removal of their office to 3 East 42nd 
street, New York. 





James H. Fortune announces the opening of an office at 321 Broadway, 
New York. 





Fox, Hayes and O’Brien announce the removal of their offices to 751-3 
Little building, Boston, Massachusetts. 





G. Jackson Crumm announces the opening of offices at 1378-80 Arcade 
building, St. Louis, Missouri. 





Maurice Kipperman announces the opening of an office at 1265 Broad- 
way, New York. 





Sayer-Wall & Co., Hospital Trust building, Providence, Rhode Island, 
announce the association with them of Charles S. Jenckes. 
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Causes of Examination Failure 
Editor The Journal of Accountancy: 

Sir: I read, among other things, in the February, 1922, JourNAL oF 
ACCOUNTANCY, the editorial entitled “Causes of Examination Failure.’ 

At the meeting of the executive committee of the Institute held on 
December 1, 1921, there was a discussion about the character of the 
examinations and the admission to membership in the Institute of the 
certified public accountants who had passed the Institute examinaitons. 
A resolution was offered for the appointment of a committee which was 
to deal with the latter question and report a plan, if one desirable could 
be found, with proposals for amendment of the constitution, by-laws, 
rules of the board of examiners, etc. While the resolution was aimed 
especially at the admission of certified public accountants who have 
passed the Institute’s examinations, there is an inference at the conclu- 
sion of the resolution that something in the methods of the board of 
examiners, or content of examination papers, might be found desirable 
for change. Surely, the discussion which preceded the passage of the 
resolution brought out the idea that there is room for something to be 
done in this connection. The very opening paragraph of the editorial 
is an admission of this condition. It reads, “One of the questions which 
is greatly concerning the board of examiners of the Institute, the various 
state boards of accountancy throughout the country and the many appli- 
cants for C. P. A. certificates and Institute membership is the small 
percentage of success in examinations.” The last paragraph of the 
editorial makes this admission, “It is quite generally admitted by insti- 
tutes of learning that no examination test is absolutely fair.” And yet 
the closing sentence reads, “But we are confident that the Institute 
examinations approach as near as possible the point of absolute fairness 
and we believe that the great majority of qualified applicants have passed 
and will continue to pass those examinations.” 

It seemc to me that the opening and closing paragraphs are contra- 
dictory. In any event, the last sentence of the closing paragraph sets 
up a claim of such perfection for the examinations held by the Institute 
as to put it in a class by itself for “absolute fairness.” With the large 
percentage of failures in all examinations, Institute and state, constantly 
recurring, I cannot conceive that the conclusion of the editorial 1s sound. 
Moreover, the editorial seems to be based on expressions from two ex- 
aminers, one of whom finds a plausible reason for one of the causes of 
failures, which he characterizes as “nervousness.” I have been an eye- 
witness to some such cases. Since this is true, and the examiners put 
it as one of the foremost reasons, the conclusion of the editorial must 
be wrong. For if there is a condition at the examinations that produces 
nervousness, it would have to be admitted that many of the applicants 
who failed because of nervousness, may be abundantly qualified in the 
calm of their own practice. There are some other _. as expressed 
in the quotations from the examiners, which might made and which 
indicate to my mind that the conclusion of the editorial is unsound, but 
the one point suffices for my purpose. 

Furthermore, it seems to me that it is a one-sided consideration, when 
dealing with the “Causes of Examination Failure,” to present only 
evidence from examiners while omitting evidence from some of the 
responsible practitioners who have failed and who might throw some 
additional light on the causes. I question, too, the propriety of an 
editorial dealing with this subject just at this time while there is a 
committee in existence which, it is to be assumed, will have something 
to submit upon the subject. 

It is unfortunate that our Institute, with so much to its credit and 
so much to be proud of, should be deficient in its one great responsibility 
as expressed in the first section of the first article of the constitution, 
“Its objects shall be to unite the accountancy profession of the United 
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States.” It will have to be admitted that there are more practising 
public accountants in the United States outside of the Institute than are 
united with it. Still another large contingent of reputable, desirable men 
seeking recognition in the profession is kept out from time to time, while 
the Institute, through Tue JournaL or AccouNTANCY, complacently 
justifies its position, which to me seems untenable, towards the large 
contingent of practitioners who should be united with the Institute, as 
well as many who are worthy and seeking admission to-the profession. 


Yours sincerely, 
New York, February 6, 1922. E. W. SEtts. 





Philip H. Gray, Clyde H. Hunter and Harry M. Stenn announce the 
formation of a partnership under the firm name of Gray, Hunter & Co., 
with offices at 40 North Dearborn street, Chicago, Illinois. 





D. A. Allen, W. B. Hanson and V. E. Bennett announce the formation 
of a partnership, practising under the firm name of Allen, Hanson & 
Bennett, with offices in the Union Arcade, Pittsburgh, Pennsylvania. 





Mayer & Eisenkoff announce the removal of their offices to 233 Broadway, 
New York. 





Owen Stanley Thompson announces the opening of offices in the Wool- 
worth building, New York. 





Touche, Niven & Co., New York, announce the admission to partner- 
ship of Victor H. Stempf. 





Strickler Wright & Co. announce the removal of their offices to 916 
Spruce street, Philadelphia, Pennsylvania. 





Clarke, Oakes & Clarke announce the removal of their offices to 
95 Liberty street, New York. 





Orlando C. Moyer & Co. announce the removal of their New York 
office to 141 Broadway. 





J. Fred Lynn announces the opening of offices in the Otis building, 
10 South La Salle street, Chicago, Illinois. 





Howard Clinton Beck announces the removal of his offices to 532-3 
Southern building, Washington, D. C. 





Rankin Audit Co., National Bank building, Houston, Texas, announces 
that V. G. Gillingham has been admitted a partner in the firm. 
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We announce with regret the death of Mrs. Mabel Graves Sells, wife 
of Elijah W. Sells, at Cromwell, Connecticut, on Monday, February 20, 
after a long illness. Mrs. Sells was born in Dubuque, Iowa, the daughter 
of Mr. and Mrs. R. E. Graves. Mrs. Sells is survived by her daughters, 
Mrs. Arthur H. Carter and Miss Dorothy Sells,. and her brothers, 
Elbridge W. and Fred. Funeral services were held at her late home, 
Wattland, Kings street, Greenwich Township, Connecticut, Thursday, 
February 23, at 10.30 a. m., with interment at Putnam Cemetery, Green- 
wich, Connecticut. 





George E. Anderson, member of the American Institute of Accountants, 
certified public accountant of Illinois, died at Chicago, January 25, 1922. Mr. 
Anderson was prominent in accounting circles in his state and active in the 
work of the state society and of the national organization. 





William Deaver, member of the American Institute of Accountants, 
certified public accountant of Ohio, died at Columbus, January 15, 1922. He 
had been a member of the institute for many years and was much interested 
in the welfare of the profession. 





Paulu & France announce the opening of an office at 50 Church street, 
New York. 





E. G. Shorrock & Co. and Seth L. Roberts announce the consolidation 
of their practices under the firm name of E. G. Shorrock & Co., with 
offices at Central building, Seattle, Washington, and Northwestern Bank 
building, Portland, Oregon. 





R. F. Busher announces the opening of offices at Third and Chestnut 
streets, Harrisburg, Pennsylvania. 





L. A. Oates of Havana, Cuba, and C. A. Harper of Jacksonville, Fila., 
announce the consolidation of their practices under the firm name of Oates 
& Harper, with offices at 27 Blum building, Jacksonville, and O’Reilly 39, 
Havana. 





Robert J. Hyland announces the removal of his offices to 126 Liberty 
street, New York. 
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